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Coming— The December issue of this mag- 
azine will be devoted almost entirely to the 
publication of the papers to be presented 
at the annual federal tax conference spon- 


sored by the University of Chicago. 


This conference stresses current business 
tax problems. The lectures of the first day 
will be upon corporate and shareholder 
problems. Tax problems connected with 
depreciation allowances, reserves and 
lease arrangements will be featured in the 


remaining sessions. 


The breadth and the depth of these papers, 
together with the annual index, make the 
December issue a fitting climax for the pre- 
ceding 11 issues of the year 1955, each 
of which is filled with authentic tax litera- 


ture. 


Tus magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation 
To this end it contains signed 
articles on tax subjects of 
current interest, reports on 
pending state tax legislation. 
interpretations of tax laws 
and other tax information. 


The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Respon 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Hditor, Henry L. Stewart; 
Washington Editor, Lyman 
L. Long; Business Manager, 
George J. Zahringer; Circula- 
tion Manager, M. S. Hixson 
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Administrative... 


FEDERAL 
TAXES 


7 
THe COMMISSIONER, in several cases, has 
tried to establish the rule of thumb that capital gains treatment 
cannot be had for the sale of breeding stock until all male ani- 
mals are over 34 months of age, and all female animals are over 
26 months of age. Whether or not an animal is held by a rancher 
or farmer for breeding purposes is a question of fact. This fact 
can be established by evidence such as rules of the breeders’ 
association to which the rancher belongs, the basis of selection 
of animals for the breeding herd, blood lines, lineage, physical 
characteristics and records kept on these animals. Unusual cir- 
cumstances can arise that impel a rancher to sell from his breed 
ing herd, and sales of such animals, though not in conformity 
with the Commissioner’s rule, give rise to capital gain income. 


Bartlett, CCH Dec. 21,236(M), 14 TCM —, No. 1031. 


Ar TIMES, because of a new method of treat- 
ing state and local real property tax deductions, confusion arises 
between the buyer and the seller of real property. The new rule, 
applicable in 1954, simplifies the procedure for determining who 
(buyer or seller) is entitled to deduct real property taxes, and what 
amount can be deducted on the property bought or sold. The rule is 
this: Real property tax must be apportioned between the buyer and 
the seller according to the number of days in the real property tax 
year that each owns the property. “Real property tax year,” as used 
in the Code, has reference to the state’s tax year, which varies from 
state to state. Thus, without regard to the date in the calendar year 
in which the property is sold, the seller may deduct from his income 
the tax due from the beginning of the real property tax year to the 
date of the sale, and the buyer does likewise with the tax from the 
date of the sale to the end of the real property tax year. This new 
rule eliminates the confusion of determining when liens for taxes 
attach to the property. For a discussion of the old method, see the 
recent decision of Ketl Properties, Inc., CCH Dec. 21,245, 24 TC 

, No. 123. 
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ATTENTION community property states! 
Here’s give-and-take from two rulings on retirement income. A 
wife who has not reached the age of 75 has retirement income. 
Her husband is employed at over $4,200 a year. The wife will 
qualify for the retirement income credit because she is allocated 
half of her husband’s salary. But, because of this allocation, 
she will be deemed to have earned income in excess of $900, 
which wipes out her credit. Another point: A husband who has 
not earned the required $600 in ten preceding calendar years is 
married to a wife who has been earning $1,200 a year. The wife 
will receive a pension of $1,400 a year. Here the husband is not 
disqualified because by operation of law in a community prop 
erty state he takes one half of his wife’s earnings ($600); thus 
both this husband and wife qualify with a credit based on re- 
tirement income of $700.—Rev. Ruls. 55-597 and 55-598. 


For the past seven years, a telegraphic ruling dated Sep- 
tember 30, 1948, has provided the basis for claiming that no part 
of Nevada community property should be taxed in the estate of 
the wife if she were the first to die. Now, however, a revenue 
ruling, issued under 1954 Code Section 2033, takes the opposite 
view. It holds that one half of the community estate is includable 
under such circumstances. It holds further that one half of 
jointly held property is also includable in the wife’s estate if 
purchased out of community funds. The basis for the new ruling 
is a 1916 Nevada Supreme Court case involving the inheritance 
tax law which Nevada once had. Therein it was held that the 
the entire community could not be taxed upon the prior death 


of the husband because the wife had a vested one-half interest.— 
Rev. Rul. 55-605. 


" 
[x PENSE allocable to exempt income is not de- 


ductible. The issue of a recent decision involving premiums 
paid on insurance policies again re-establishes this rule. These 
are the facts: The taxpayer bought an interest in an inter vivos 
trust from one of the named remaindermen. A similar purchase 
of an interest under a testamentary trust was made in 1950. 
In each instance the taxpayer considered the purchase as an 
investment. In each instance he was faced with the situation 
that if either of the remaindermen predeceased the life tenant, 
then, on the death of the latter he would get nothing. In other 
words, the taxpayer would realize on his investment only if the 
life tenant in question died before the remainderman. To pro- 
tect the investment against possible loss, the taxpayer took 
out insurance on the lives of the remaindermen. The taxpayer 
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became the sole owner of the policies. He had no interest in 
this insurance as an investment and considered it solely as a 
protection for his investments. 


Since, however, in the event of death of the insured, the 
proceeds of the policies would be exempt income to the tax 
payer, the premiums he paid were not allowable deductions. 
Jones, CCH Dec. 21,270, 25 TC —, No. 2. 


A LUMBER WHOLESALER purchased the de- 
benture bonds of a plywood manufacturer as a necessary ex 
pedient to obtaining plywood. The debentures became worthless. 
The manufacturer failed as a supplier of plywood. Full cost of 
bonds was allowed as a business expense or loss.—Tulane Hard 
wood Lumber Company, CCH Dec. 21,258, 24 TC . No. 129. 
Here the Tax Court accepted the view that the purchase of 
the bonds was a reasonable and necessary act in the conduct 
of the taxpayer’s business, that of securing a source of supply 
of its stock in trade. The purchase of the debentures was not 
for the purpose of investment. 


‘ 
Cx YRPORATIONS are being eased into a pay-as- 


you-go system. Corporations receive a $100,000 exemption—for 
example, if income tax liability of $105,000 is anticipated, the 
estimated tax will be $5,000. 


Calendar-year corporations file estimates on September 15 
The estimated tax to be paid is a percentage, increasing from 
10 per cent for taxable years ending by December 31, 1956, to 
50 per cent for taxable years ending on or after December 31, 
1959. The estimated tax is payable in two equal installments 
one at the time of filing the declaration and the other on the 
fifteenth of the last month of the taxable year. 


While pay as you go may simplify the government’s collec 
tion problems, it may complicate financing problems in the latter 
half of the year for certain corporations—those which require 
a large working capital for the latter months of their year. 
Rev. Proc. 55 7. 


A CLAIM that an overpayment of estate taxes be 
credited against an income tax deficienc-- under the principle 
of equitable recoupment was rejected on the ground that equi- 
table recoupment applies only as a defense to another action 
arising out of the same transaction.—Herring v. U. S., 55-2 ust« 


q 11,559 (DC N. C,). 
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The Supreme Court 


lhe Supreme Court reconvened on Mon 
day, October 10. Like the month of March, 
like a lion, denying 36 applica 
tions for certiorari out of 60 tax applications 


it entered 


on the docket. Six applications were granted 
After the first day only 17 income tax cases 
remained 


The Mississippi case wherein a tax lien ot 
the United States for delinquent 
taxes held not to be prior in right to 
a mechanic’s lien under Mississippi law was 
reversed (U —— Colotta, 
{ 9680.) 


income 
was 


55-2. ust 


worth 
q 9342, 
§ 9500 


Certiorari was granted in the net 
cases of sa vi Costello, 55 l ust 
and Remmer v. U. S., 55-1 


The Court will 
Capoeman, 55-1 ust: 


USsTC 


also consider 
9 295. 


Squire 7% 
This case in- 
volved standing timber on land which was 
issued to an Indian trust patent 
The timber and paid for; 
but the income was held not tax 
able, since taxing it would violate the treaty 
and trust patent 


under a 
was sold, cut 


Indian’s 


Depletion allowances on off shore oil de 
posits are involved in Huntington Beach Com 
pany v. U. S., 55-2 ustc § 9564. This 
was granted certiorari, as was Commissioner 
v. Southwest Exploration Company, 55-1 ust 
{ 9279, which also involves drilling and de 
velopment lands 
The sixth case to be granted certiorari was 
Millinery Corporation 7 
{ 9377, 


cancellation of a lease 


rights in submerged oil 


Center Building 


55-1 


cost of 


Commissioner, UST¢ which in 


volved the 


The Treasury 


4 subcommittee of the 
Means 


ings on the 


House W ays and 


Committee has been holding hear 


technical and administrative 


problems in connection with federal excise 


Washington Tax Talk 


case 


Treasury's Position 


on Technical Aspects 


of Excise Taxes 


Washington Tax Talk 


taxes. The Treasury’s position was stated 
by Dan T. Smith as follows 


“On the technical aspects of the law, the 
following classifications have seemed help 
ful to us in our own analysis of the sug 
gestions which come to us. First, there are 


numerous suggestions for exemption for 
particular items from one or another of the 
excise taxes. These invariably have an 
adverse effect on the revenue and from this 
standpoint are as serious as reductions in 


rates. 
“We 

four 

tions, 


found that 
given tor 
Sometimes 


have there are at least 


reasons proposed exemp 
they are advanced on 
the grounds that the thing subject to tax 
is believed to 


purpose, 


have an important social 
Various exemptions now in the 
law appear to be based on these grounds, 
especially the exemptions from admissions 
tax for activities which are cultural or 
educational in purpose, or the proceeds of 


which go to charitable activities 


“The second reason advanced for giving 
exemptions is an alleged need to redress 
a competitive inequity between competing 
activities or industries. This, for example, 
the elimination of the tax 
provided in H. R. 4668, 
passed by the House in the last session of 
the Congress. Inevitably some things taxed 
will be more or less competitive with other 
things which are not taxed 


“The third asking for relief 
is a state of distress in a particular industry, 
either temporary or arising from long term 
secular changes in the 
ticular products 
times 


is the basis for 
on sen-sen, as 


reason tor 


demands for par 
The fourth reason some 
advanced for exemption is simply 
that the dollar amount of revenue involved 
is relatively small, and the administrative 
burden on both taxpayers and the Govern 
ment is not justified, so it is claimed, by 


the revenue collected. This argument is 
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“Experience has indicated,"’ says Mr. 
Smith, ‘‘that any exemptions granted, 
no matter how justifiable they 


may appear at first sight to be, are 
likely to lead to 


claims for other exemptions.” 


usually associated with one of the preceding 
reasons 


“Experience has indicated that any ex- 
emptions granted, no matter how justifiable 
they may appear at first sight to be, are 
likely to lead to claims for other exemp- 
tions, Exemptions for a particular activity 
on the basis of a charitable or social pur- 
pose almost inevitably lead to claims for 
exemptions by others with somewhat similar 
activities. Those who consider that their 
activities are equally worthy of special 
treatment contend that they are being 
discriminated against if they do not get 
an exemption. Also, when exemptions for 
charitable or social purposes are granted, 
charges of unfair competition are likely 
to be made by those whose products are 
subject to tax. The admissions tax has 
raised many problems of this sort. 


“A second set of problems arises in con 
nection with the classification of a particular 
item into one or another of two categories 
which may be subject to different rates of 
tax, or one of which may be taxed and 
the other untaxed. Examples of this sort 
of problem occur in connection with the 
determination whether jewelry of a religious 
nature is exempt because it is used for 
religious purposes or is taxable because 
it is ornamental. Also, cigarette lighters 
may be taxable either as such at 10% of 
manufacturer’s price, or, if they are suf 
ficiently decorated they may be taxed as 
jewelry at 10% of retail price 

“The third type of problem arises in 
developing a line of demarcation between 
the process of manufacturing and mere 
repair activity in the application of a manu 
facturer’s excise tax. In most cases, no 
problems are involved, but there are some 
borderline situations in which the amount 
of new material or the extent of reprocess 
ing really converts what is asserted to 


be a repair into a manufacturing operation. 


“It is quite understandable that in these 
borderline situations, some taxpayers will 
argue that their activities do not constitute 
manufacturing, while representatives of com- 





peting manufacturers insist that they would 
be placed at an unfair competitive disad- 
vantage if those engaged in extensive 
processing are not subject to comparable 
taxes. While the statute contains specific 
provisions to deal with trade-in allowances 
on rebuilt automobile engines, it remains a 
problem to distinguish between rebuilding 
and repairing operations. 


“Another sort of problem in the defini- 
tion of a manufacturer has to do with fixing 
the point of manufacture, when a succes- 
sion of companies handle various stages of 
production. ~ There is a natural desire by 
taxpayers to have a tax imposed at the 
first possible stage of production because 
the tax base is thus kept at a minimum 
For example, it may be argued that even 
though a company advertises, guarantees, 
distributes, and puts its own brand name 
on a product, it should be taxed to another 
company which physically produces the 
product. Other companies, however, which 
carry on all these production processes 
contend that if the tax is based only on 
physical processing, they would be placed 
at a disadvantage or forced to 
artificial arrangements to secure 
competitive treatment. 


create 
an equal 


“Another type of problem arises in deter- 
mining the proper excise tax base for 
manufacturers who carry on their own distri- 
bution up to the retail level as compared 
with those who sell finished products to 
jobbers and wholesalers. It is sometimes 
urged that manufacturing companies which 
have extensive distribution systems and 
costs should be permitted, instead of paying 
the tax on their actual sales prices, to use 
a lower price which it is presumed they 
would have charged if they sold to jobbers 
and wholesalers in the same manner as 
their competitors do. Suggestions of this 
sort often seem well founded because the 
greater tax burden on a firm which does 
carry out its own distribution is very real 
However, any attempts to determine proper 
presumptive prices would inevitably lead 
to controversy and would involve a dele- 
gation of a large amount of additional 
administrative discretion to the Internal 
Revenue Service. The rule of basing the 
tax on invoice price does assure the im 
portant element of certainty. 


“Another set of problems arises in con- 
nection with the treatment of taxable items 
which may be incorporated by other manu- 
facturers into nontaxable products. The 
question is whether a taxed item in some 
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sense loses its identity and hence should 
become nontaxable when it is used as a 
component in a larger or more elaborate 
article. This problem appears in connection 
with tires and radios used in the manu- 
facture of automobiles. 











“The final set of problems deals with the 
technique of establishing refunds, credits, 
or exemptions on items destined for tax 
exempt uses, as, for example, sales to states 
and municipalities and in connection with 
exports. This, however, is largely a pro- 
cedural matter and hence may be better 
handled in connection with the considera 
tion of collections and audits. 


“In all of the foregoing areas, it is of 
quite natural for taxpayers to 
advance arguments to justify either adminis- 
trative treatment or special statutory pro- 
visions which will minimize their tax 
burdens. They will also be on the alert 
their manner 
as to take advantage of any special pro- 
visions which may exist.” 


course 


to arrange affairs in such a 


The Congress 


Our cover.—On our August cover, we 
featured the signatures of the members of 
the House Ways and Means Committee. 
This month we present for your inspection 
the signatures of the Senate 
Finance Committee. Amateur graphologists 
among our subscribers might well make a 
study of these signatures as 
predicting the direction and severity of 
future tax legislation Listed below are 
the members of the Senate committee, ac- 
cording to their political affiliation: 


companion 


a means of 


Democrats 
Harry F 
Walter F. George, of Georgia 
Robert S. Kerr, of Oklahoma. 
J. Allen Frear, of Delaware. 
Russell B. Long, of Louisiana 
George A. Smathers, of Florida 
Lyndon B. Johnson, of Texas. 
Alben W. Barkley, of Kentucky 

Republicans 
Eugene D 


3yrd, of Virginia, Chairman 


Millikin, of Colorado 
Edward Martin, of Pennsylvania. 
John J. Williams, of Delaware 
Ralph E. Flanders, of Vermont 
George W. Malone, of Nevada 
Frank Carlson, of Kansas 
Wallace F. Bennett, of Utah. 


Balanced budget possible—“A balanced 
budget for the current fiscal year ending 


June 30, 1956, now seems possible,” Dr. 


Washington Tax Talk 








Grover W. Ensley, staff director of the 
Joint Congressional Committee on the Eco 
nomic Report, told the Forty-eighth An- 
nual Conference on Taxation of the National 
Tax Association at Detroit, October 19. Dr. 
Ensley predicated the brightening federal pic- 
ture on the retention of the status quo in the 
international situation and concurrent de 
fense expenditures, together with increased 
revenues from an expanding economy. 

As seen by Dr. Ensley, not only is a 
balanced budget possible but there is a 
chance of surpluses, giving rise to questions 
of fiscal policy. He advised against any 
premature tax cuts, reasoning that they 
would constitute an inflationary force and, 
further, that, as a fiscal tool, tax cuts serve 
best to bolster the economy during reces- 
sionary periods. “Consistent fiscal policy,” 
said Dr. Ensley, “would apply the surpluses 
to reducing the $277 billion public debt.” 


The Commissioner 


New regulations.—Regulations regarding 
the involuntary liquidation of LIFO inven- 
tories have been adopted as proposed. These 
regulations, as prescribed under Section 
1321, were adopted as T. D. 6148. 

Hearings will be 
regulations 


held on the proposed 
dealing with the taxation of 
partners and partnerships on November 1, 
2 and 3 in Washington, D. C. 

Regulations have been proposed undet 
Section 101 dealing with (1) exclusion from 
gross income of the proceeds of life insur 
ance contracts payable by reason of death, 
(2) employees’ death benefits and (3) certain 
other related payments. 

General regulations have been proposed 
under the income tax treaty with Belgium, 
and general regulations have been adopted 
under the income tax treaties with Norway 
and Switzerland. 

New proposed regulations replacing earlier 
proposed regulations relating to sick pay 
withholding requirements have been issued, 
and the old proposed regulations are with 
drawn. 

The Treasury has adopted amendments to 
Regulations 43 relating to excise taxes on 
admissions, dues and initiation fees. 

Scholarship regulations have been pro 
posed under Section 117 which deal with the 
exclusion of amounts received as 
ship and fellowship grants. 


scholar 


Proposed regulations have been issued in 
which the term “manufacturer” has been re- 
defined. These regulations are actually an 
amendment to Regulations 44. 
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United Press Photo 


On October 15 Commissioner Andrews 
confirmed rumors that he will resign, 
effective October 31, 1955. He will 
accept a position as chairman of the 
board of the American Fidelity and 
Casualty Company. At this writing, a 
new Commissioner has not been 
named. The success of Mr. Andrews 
while in office leads many to insist that 
another CPA be appointed to the job. 
On the other hand, there is a strong 
feeling among a large group that an 
attorney should occupy this office. 


When and where to file 1955 returns. 
Mail your return to the District Director 
of Internal Revenue for the district in which 
you live. Following is a list of the district 
directors’ offices. If there is more than one 
district director’s office in your state and 
you are not sure which one to use, consult 
your local post office. You must file not 
later than April 15 


\labama—Birmingham 3 
Alaska—Tacoma 2, Washington 
A rizona—Phoenix 
Arkansas—Little Rock 


California—Los Angeles 12; San Francisco 
> 


Canal Zone—Jacksonville, Florida 
Colorado Denver 2 
Connecticut—Hartford 


Delaware—W ilmington 99 
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District of Columbia—Baltimore 2, Mary 
land 

Mlorida—Jacksonville 

(;,eorgia Altanta 3 

Hawati—Honolulu 13 

I daho—Boise. 

Iinois—Chicago 2; Springfield 

Indiana—Indianapolis 6 

lowa—Des Moines & 

Kansas Wichita 21 

Kentucky Louisville 1 

lLouisiana—New Orleans 16 


Maine Augusta 
Maryland—Baltimore 2 
Massachusetts—Boston 1 


Michigan—Detroit 31 

Minnesota—St. Paul 1 

Mississippi—Jackson 

Missouri—St. Louis 1; Kansas City 6 

Montana Helena 

Nebraska—Omaha 2 

Nevada—Reno. 

New Hampshire—Portsmouth 

New Jersey—Newark 2; Seventh and Cooper 
Streets, Camden 1 

New Mexico—Albuquerque 

New York—Brooklyn 1; Customhouse Build 
ing, New York 4; 484 Lexington Avenue, 
New York 17; Syracuse 2; Buffalo 2 

North Carolina—Greensboro 

North Dakota—Fargo 

Ohio—Cleveland 15; Columbus 16; Toledo 
1; Cincinnati 2. 

Oklahoma—Oklahoma City 

Oregon—Portland 9 

Pennsylvania—Philadelphia 7; Scranton 14; 
Post Office and Courthouse Building, 
Pittsburgh 30. 

Puerto Rico—Santurce Building, Santurce 

Rhode Island—Providence 2 

South Carolina—Columbia 1 

South Dakota—Aberdeen 

Tennessee—Nashville 3 

lexas—Austin 14; Dallas 1 

Utah—Salt Lake City 

Vermont—Burlington. 

Virginia—Richmond 19 

Virgin Islands—Charlotte Amalie, St. Thomas 

Washington—Tacoma 2 

West Virginia—Parkersburg 

Wisconsin—Milwaukee 1 

W yoming—Cheyenne 


Taxpayers with legal residence in foreigi 
countries—Baltimore 2, Maryland 


The form for fiduciary income is a bright, 
blinding cherry in color. The corporatior 
return is blue, the partnership return buff 
and the individual return white. After filing 
the above multicolored forms and paying 
the tax, the taxpayer's color is green 
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Tax Considerations 
in the Sale of a Small Business 


By J. NELSON YOUNG, Member of the Illinois Bar and CPA; 


Professor of Law, University of Illinois 


N THE SALE and purchase of a busi 
ness interest tne parties to the transac 
tion are generally motivated by conflicting 
tax considerations. ‘This clash of interests 


is often latent and may not become apparent 


until after the negotiations are completed 
and the transaction is fully executed. At 
that point, of course, it may be too late to 


salvage the tax positions ot the 


This is especially 


respective 
parties where the 
their 


a lump-sum figure 


true 
onduct and conclude 


tions on the 


parties ¢ negotia 


basis of 
From a tax standpoint it is essential that 
the parties anticipate the tax 
Through the 
vendor 


results of their 


negotiations exercise oO! tore 


sight the may convert a maximum 


amount of gain on the sale into 


and the 


capital gain 
obtain a 
This 


partnerships and 


purchaser may maximum 


of future tax deductions discussion 


will cover proprietorships, 


corporations, but the emphasis 1s upon the 
sale and pur hase ot noncorporate business 
interests 


Form of Business Organization 
As Affecting Nature of Gain on Sale 
of Interest Therein 


The form in which the business its ope 
ated, whether as a proprietorship, a partnet 


ship or a corporation, is all-important in the 
attempt to obtain long-term capital gain 
benefits. If the business is a proprietorship, 
the vendor } 


must allocate the consideration 


Sale of Small Business 


The Emphasis of This 


Study Is upon Noncorporate 


Business Interests 


to each asset which comprises the business 
and the nature of the gain or loss will turn 
on the character of each asset. If the vendor 
holds an interest in a partnership, determi 
nation of the character of the gain is subject 
to the new rules incorporated in the 1954 
Code. 


Only where the business is operated 
in the 


corporate form can the vendor be 
reasonably assured of capital gains treat 
ment, and even this conclusion is not with 
out qualifying conditions 


Sale of Proprietorship 


Necessity of allocating selling price.—In 
negotiating the 
prietorship, t 
treat the 


concern 


sale and purchase of a pro 
i¢ parties 


almost invariably 


business as a single entity—a going 
and negotiate on a lump-sum basis 
than 


spect to 


rather bargaining 


separately with re 
property 


assets. On 


each and every item of 


which 


this 


comprises the business 


basis one could reasonably 


the conclusion that the sale 


proceed to 
ol a proprietor 
ship isa sale ota busine ss as 


a single unit 
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This article is based on a lecture 
delivered at a practice course for 
lawyers on ‘‘Tax Planning Under the '54 
Internal Revenue Code,’’ presented by 
the College of Law, University of 
Illinois, February 4 and 5, 1955. The 
lecture was originally published as a 
supplement to the March, 1955 Illinois 
Bar Journal under the title ‘‘How to 
Buy or Sell Business Interests,’’ and 

is reprinted with the consent of the 
Journal. Several changes and additions 
have been made in the original article 
to reflect subsequent developments. 


which would qualify as a capital asset.’ This 
fond hope was smothered by a decision of 
the Second Circuit Court of Appeals in 
Williams v. McGowan, where it was held that 
Congress, by its definition of capital assets, 
“plainly did mean to comminute the elements 
of a business; plainly it did not regard the 
whole as ‘capital assets’.”* The Supreme 
Court, in Watson v. Commissioner, has recently 
granted its endorsement of this principle.’ 
The moral of these and other decisions is 
that the parties must be alert to make their 


own allocations of the selling price at the 


time the sale is negotiated. If they fail to 
do so, the Commissioner will make the 
determination and the allocation is likely to 
be less favorable to the taxpayer than if it 


had been arrived at on a negotiated basis 


at the time the sale was consummated.‘ To 
effectively negotiate the allocation of the 
selling price, it is necessary to consider 

‘If a proprietorship were treated as a single 
unit of property, it would not fall within the 
exclusions to the statutory definition of ‘‘capital 
assets.’’ Code Sec. 1221. (Citations of the Code 
herein are to the Internal Revenue Code of 
1954.) 

*? 46-1 ustc J 9120, 152 F. (2d) 570, 572 (CCA-2, 
1945). 

*53-1 ustc 79391, 345 U. S. 544, 552 

‘For example, where the parties negotiated 
on a lump-sum basis, 95 per cent of the gain 
was allocated as ordinary income and no allo- 
cation was made for good will, which would 
have qualified as capital gain. Violet Newton, 
CCH Dee. 16,803, 12 TC 204 (1949). In a recent 
ruling relating to the sale of a proprietorship 
it was stated that ‘‘the selling price must be 
allocated among all the assets sold according 
to the respective values thereof, for example, 
according to the ratio of the value of each 
individual asset to the sum total of the values 
of all the assets sold."" Rev. Rul. 55-79, I. R. B. 
1955-7, 18 Does the Commissioner intend to 
make a separate allocation regardless of the 
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separately each of the assets which together 
constitute the business enterprise. 


Cash and bank deposits.—Generally, cash 
on hand and bank deposits are not included 
in the sale of a business. If they are, they 
are usually transferred at face value and 
consequently there is no gain or loss to the 
vendor.’ Strictly speaking, however, these 
items are capital assets of the vendor and 
any discount upon their sale will result in 
capital loss." 


Notes and accounts receivable. — Under 
the 1939 Code, accounts receivable were 
held to be capital assets and a gain or loss 
incurred in connection with the sale of such 
property incident to the sale of a business 
was treated as a capital gain or loss.’ This 
result no longer obtains under the 1954 
Code, which specifically provides that the 
term “capital asset” does not include “ac- 
counts or notes receivable acquired in the 
ordinary course of trade or business” for 
services or for property held primarily for 
sale to customers.® 

This change benefits the vendor since ac 
counts receivable are generally discounted 
to at least reflect allowances for bad debts 
and the cost of collection to the purchaser. 
The resulting loss to the vendor, by the new 
provision, is converted from a capital loss 
into an ordinary loss. The purchaser’s posi- 
tion, however, remains unchanged. Amounts 
realized in excess of the consideration given 
for the accounts receivable will be taxed as 
ordinary income. This follows, since the 
payment of a debt by the debtor does not 
constitute a “sale or exchange” as required 
by the Code.” There would probably be no 
serious contention between the parties on 
this point inasmuch as the purchaser would 





agreement of the parties? In any event, the 
allocation by the parties must be reasonable. 
Particelli v. Commissioner, 54-1 vustc { 9383, 
212 F. (2d) 498 (CA-9). 

5 See case cited at footnote 2. 

* Ralph Perkins, CCH Dec. 11,112, 41 BTA 
1225, 1231 (1940); I. T. 2853, XIV-1 CB 110 
(1935) (loss upon assignment of deposits in 
closed banks held capital losses). From the 
purchaser's standpoint, any gain realized upon 
collection would be taxable as ordinary income, 
since payment of a debt by the debtor does not 
constitute a ‘“‘sale or exchange.’’ See footnote 
9, below. 

' Graham Mill & Elevator Company v. Thomas, 
46-1 ustc { 9118, 152 F. (2d) 564 (CCA-5, 1945); 
Max Torodor, CCH Dec. 19,367, 19 TC 530 
(1952). 

* Code Sec. 1221(4). 

* Peter Jung, Sr., BTA memo. op., CCH Dec. 
12,073-A (1941); accord, Hale v. Helvering, 3%6-2 
ustc § 9451, 85 F. (2d) 819 (CA of D. C.), and 
Victor B. Gilbert, CCH Dec. 14,915, 6 TC 10 
(1946). 
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proceed on the premise that expenses actually 
incurred in subsequent collection will offset 
any gain which might otherwise result. 


Installment notes and accounts receivable. 
—By specific statutory provision which is 
carried over from the 1939 Code, the sale 
of installment accounts receivable will serve 
to precipitate the unrealized gain on those 
accounts as of the date of sale.” The gain 
will be the difference between the basis of 
the obligation and the amount realized upon 
the sale. The nature of the gain will be de- 
termined by the character of the property 
originally sold, and in the case of trade ac- 
counts the gain will constitute ordinary 
income. Again the amount realized by the 
purchaser in excess of the cost basis of the 
accounts will result in ordinary income, but 
this will be offset by expenses of collection 
and losses from bad debts. 


Inventories.—Inventories of finished goods, 
work in and raw materials are 
specifically excluded from capital assets by 
Section 1221(1) of the Code. This exclusion 
has been held applicable in the sale of a 
business even though the sale of the in- 
ventories is in bulk and not in the ordinary 
course of business.“ Any gain or loss relat- 
ing to these items will be treated as ordinary 
income or deductible loss. Amounts invested 
by the purchaser in inventories will be re- 
covered tax free in a relatively short period 
of time, since this expense is deductible in 
full as cost of goods sold. The purchaser 
will favor a liberal allocation to inventories, 
but the vendor will wish to limit the gain 
thereon to a minimum. 


process 


Prepaid expenses.—Prepaid expenses, such 
as unexpired insurance and supplies which 
are assigned or transferred in connection 
with the sale of a business, qualify as capital 
assets. These items will generally be trans- 
ferred on the basis of unexpired premium 
or inventoried cost so that there will be little 
or no gain or loss to the vendor. For the 
vendee, these items represent expenses de- 
ductible from future operating income. 


Land and leasehold interests.—Land held 
by the proprietor falls within the statutory 
classification of real estate used in a trade 
or business and is thereby exciuded from 
capital assets within the Code definition of 





the term. However, if the property has been 
held more than six months, a gain thereon 
will be taxed as capital gain and any loss 
will be deductible as an ordinary loss under 
Section 1231 (formerly Section 117(j)). 
Generally it is in the vendor’s interest to 
realize a maximum amount of gain with 
respect to the land. But this is inconsistent 
with the purchaser’s position. Since land is 
a nondepreciable asset the investment therein 
becomes a permanent tax investment which 
can only be recovered by a subsequent sale 
of the property, and the purchaser will wish 
to hold this investment to a minimum. 

A leasehold, as distinguished from a fee 
interest in land, is classified as depreciable 
property used in a trade or business, and 
gain thereon will be taxed as capital gain 
under Section 1231. If the sale of the busi- 
ness were consummated with the lessor, a 
question arises as to whether the surrender 
of the leasehold constitutes a “sale or ex- 
change,” since the leasehold is extinguished 
by merger upon acquisition by the holder 
of the fee interest. If the transaction were 
not considered a sale or exchange, gain 
would be taxed as ordinary income. Any 
doubt on this point has now been resolved 
by Section 1241 of the new Code, which 
provides that “amounts received by a lessee 
for the cancellation of a lease shall be 
considered as amounts received in exchange 
for such lease i 

In the hands of a third party, a leasehold 
interest acquired in connection with the 
purchase of a business constitutes deprecia- 
ble property and the cost (if any) allocable 
to this item is amortized over the remainder 
of the term.” The same treatment follows 
where the business is acquired by the lessor 
and a portion of the consideration is alloca- 
ble to the cancellation of the lease.” 


Buildings, machinery, furniture and equip- 
ment.—Buildings, machinery, furniture and 
equipment, being depreciable property used 
in a trade or business, are also excluded by 
definition from classification as capital as 
sets but fall within Section 1231. If held for 
more than six months any gain thereon is 
taxable as capital gain and a loss is deducti 
ble as an ordinary loss. 

As to these items, the interests of the re 
spective parties are not in conflict. The 





1%” Code Sec. 453(d). 

11 Grace Brothers, Inc. v. Commissioner, 49-1 
ustc § 9181, 173 F. (2d) 170 (CA-9) 

2 Regs. 118, Sec. 39.23(a)-10 (1953); Baton 
Coal Company v. Commissioner, 2 ustc { 788, 
51 F. (2d) 469 (CCA-3, 1931), cert. den., 284 
U. S. 674 (1931). 
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% Although the leasehold merges in the fee, 


the Tax Court has held that the payment Is 
for the purpose of acquiring the right to pos- 
session for the unexpired portion of the term 
and that the cost should be amortized accord- 
ingly. Harriet B. Borland, CCH Dec. 7894, 27 
BTA 538 (1933). 
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vendor will realize capital gain or incur an 
ordinary loss deduction and the vendee will 
acquire future tax deductions through de- 
preciation. It the 
methods au 
new Code are not available 
to the purchaser with respect to this prop- 
erty, since he is not the first user.”* 


should be observed that 
for accelerated depreciation 


thorized by the 


Patents and copyrights.—Patents and copy 
rights will generally fall into either of two 
(1) property held for sale in the 
regular course of business; or (2) deprecia- 


categories 


ble property used in carrying on the trade 
of the 
ordinary income or loss; sale of the latter, 


or business. Sale former produces 
by the provisions of Section 1231, produces 
the 
may be, provided the property has been held 
more than six 

The foregoing 
important 


capital gain or ordinary loss, as case 


months 
rules subject to two 
applicable 
generally to copyrights and patents which 
were created by the vendor. The first re 
lates to copyrights. Even though the copy 
right may be used in carrying on the trade 
or business, if it was created by the vendor, 
or if the 
the person whose efforts created the prop- 
erty, it will not qualify under Section 123] 


and any gain thereon will be fully taxed as 
5 


are 


statutory exceptions 


vendor’s basis was derived from 


ordinary income.” 
With respect to patents, a newly added 
statutory exception moves in the opposite 


direction and 


gains treat- 
ment to the vendor who creates the inven- 


tion.' 


assures capital 


This is the case whether the patent 
is held for sale in the ordinary course of 
property 
business. 


constitutes in 


the 


business or used 


carrying on trade or Long- 
available ir- 
respective of the length of time the patent 
has been held and irrespective of the method 


ot payment 


term capital gain benefits are 


that is, whether in a lump sum, 
over a fixed period of time, or on the basis 
of the number of units sold or produced 
These benefits 


are available not only to the 


creator of the invention but also to one who 
purchased his interest in the invention prior 
to the time it was reduced to practice; the 
statute does not apply to one who was the 


™ Code Sec 

™ Code Secs. 1221(3), 

” Code Sec. 1235 

" Rainier Brewing Company, CCH Dec. 15,228, 
7 TC 162 (1946), aff'd, 165 F. (2d) 217 (CCA-9, 
1948) 

" The Service has recently ruled that a fran- 
chise for a limited term which has no cost basis 
is a capital asset. Rev. Rul. 55-374, I. R. B. 
1955-24, 14 
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167(c). 
1231(b)(1)(C) 


November, 


employer of the creator or one who was 
related to the creator as defined in the Code. 
One who elects to deduct his research and 
experimental expenses as a business expense 
under Section 174(a) of the new Code stands 
in a particularly favorable position since the 
effect is to convert ordinary income into 
capital gain 


Franchises, licenses and trade names. 
The vendor’s business may include a valu- 
able franchise or license. As a general rule, 
whether the franchise is perpetual or for a 
limited term, gain on the sale thereof will 
qualify as capital gain. A perpetual fran- 
chise is a capital asset within the Code defi- 
nition.” A license for a limited term is 
excluded by definition from capital assets 
but being depreciable property used in a 
trade or subject to capital 
gains treatment under Section 1231.¥ 

An 


where 


business it is 
unsettled question arises, however, 
the business is transferred to the 
grantor of the franchise or license. As in 
the case of the surrender of a leasehold 
interest by a lessee to the lessor, the prob- 
lem is whether there is a “sale or exchange,” 
since the license is extinguished upon con- 
summation of the transaction. The Tax 
Court has consistently adhered to the view 
that there is a 
ground that the valuable 
property interest transferred or 
relinquished for a consideration.” Although 
the Tax Court continues to adhere to this 
position, the decisions of the courts of ap- 
peal are in conflict. The Tenth Circuit has 
held that an exclusive state-wide agency 
contract for the sale of life insurance is 
property—a capital asset—and that the ter- 
mination of that contract by surrender to 
the grantor insurance company for a valu 
able consideration constitutes a sale.” The 
Second Circuit, Starr 
Brothers, Inc., has taken a contrary position 
and held that the of 
license for the certain 
brand of drugs within a particular city does 
not constitute a sale, for the that 
the transaction merely resulted in the ex- 


“sale or exchange” on the 
licensee holds a 


which is 


in Commissioner v 


has cancellation an 


exclusive sale of a 


reason 


tinguishment of the rights under the license.” 


” Starr Brothers, CCH Dec. 18.933, 18 TC 149 
(1952); Elliot B. Smoak, CCH Dec. 11,705, 43 
BTA 907 (1941) 

*” Jones v. Corbyn, 51-1 ustc { 9117, 186 F. (2d) 
450 (CA-10, 1950). 

153-1 ustc $9410, 204 F. (2d) 
Starr Brothers, cited at footnote 


673, 
19 


rev'g 
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Probably the principal conflict 
between the parties to the transaction 
will center upon the amount allocable 
between good will and 

a covenant not to compete. 


Section 1241 of the 1954 Code deals with 
a limited aspect of this problem by provid- 
ing that “amounts received by a dis- 
tributor of goods for the cancellation of a 
distributor’s agreement (if the distributor 
has a substantial capital investment in the 
distributorship), shall be considered as amounts 
received in exchange for such 
ment.” 


agree- 
This provision was added by the 
Senate Finance Committee; in its report the 
committee indicates that it was intended to 
overrule the decision in the Starr Brothers, 
Inc. case.” 

The new provision does not apply to hi 
censes relating to the sale of intangibles or 
services as, for example, an insurance agency 
that Jones v. 
It applies only to distributor agree- 
ments relating to the sale of goods and then 


license such as involved in 


Corbyn 


only in those cases in which the distributor 
has a “substantial 
tributorship. 


investment” in the dis 
With respect to this require 
committee report that the 
provision applies only where the taxpayer 
owns 


ment the states 
“a significant fraction or more of the 
facilities for storing, transporting, process 
ing, or otherwise dealing with the physical 


product or maintains a substantial inventory.” 


It is important to observe that the new 
statutory provision is not intended to be 
and, therefore, does not 
the conflict in the decisions.” 


exclusive resolve 
Consequently, 
those cases which do not fall within the ex 
press terms of the statute must still be de- 
termined within the existing framework of 
the court decisions, 


From the vendee’s standpoint, a perpetual 
franchise provides no future tax deductions 
from ordinary income, since it constitutes a 
nondepreciable asset.* A franchise or li- 
cense for a limited period is depreciable, 
however, and the cost is allocable over the 
balance of the term. 


2S. Rept. 1622, 83d Cong., 2d Sess., pp 
144-445 (1954). 

*% Report cited at footnote 22, at p. 445 

* Seattle Brewing & Malting Company, CCH 
Dec. 15.117, 6 TC 856 (1946), aff'd, 165 F. (2d) 
216 (CCA-9, 1948) 


% Regs. 118, Sec. 39.22(a)-10 (1953) 
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Good will and covenants not to compete. 
Probably the principal conflict between 
the parties to the transaction will center 
upon the amount 
will and 


allocable between 


a covenant not 


good 
to compete For 
the vendor, it is a choice between capital 
gain or ordinary For the vendee 
it is a between no deduction or a 
deduction in full against ordinary 
In essence, will and a covenant not 
to compete are often so closely 


income, 
choice 


income 


vi od 


related as 
to be incapable of separation. This is pal 
ticularly true where the good will may have 
little or no assured value in the absence of 
a covenant. In _ these vendee 
bears the risk that the two will be merged 


tor tax purposes 


cases, the 


and the covenant not to 
compete treated as merely auxiliary to good 
will. In any event, careful presale bargain 
ing and negotiation and skillful draftsman 
ship in the preparation of the contract are 


essential to assure the intended 


desired o1 
Recent 
eftheacy of the old adage, 
“to be forewarned is to be forearmed,” 


tax consequences clearly 


Cases 


demonstrate the 


Good will is a capital asset and the vendor 
will prefer a maximum allocation to this 
item. Generally the entire amount will con 
stitute capital gain, since good will seldom 
has a cost basis. Any amount which previ 
been paid for purchased 
of course, deductible before any 
recognized. ‘To the extent the 
cost of purchased good will is not recovered 
upon a subsequent 


ously may have 
good will is, 
gain will be 
sale of the business, a 
capital loss will be allowed to the vendor.” 
From the vendor’s standpoint it is interest 
ing to observe that the 


nized salable 


Tax Court has recog 
good will with respect to the 
sale of a professional practice.” 

Payments made by the 
will constitute a capital expenditure and 
since good will is an asset with an indefinite 
or perpetual life, no depreciation is allow 
able. The assigned thereto becomes 
a permanent tax investment for the vendee.” 


vendee for 


gor rd 


amount 


The tax consequences of a covenant not 


to compete are directly contrary. The pro 
vendor are taxable as 


ordinary income.” In a 


ceeds received by the 


sense, the vendor 


is being paid for rendering a service to the 


vendee for the duration of the 


covenant 

*% Richard 8. Wyler, CCH Dee. 17.707, 1 
1251 (1959); Rodney B. Horton, CCH Dee. 1 
13 TC 143 (1949) 

77 Regs. 118, Sec 
Regs. Sec 
6229 (1954) 

* Hamlin Trust v. Commissioner, 54-1 usrt« 
{ 9215, 209 F. (2d) 761 (CA-10), aff'g CCH Dec 
19,421, 19 TC 718 (1953) 


4 TC 
7,116 


39.23(1)-3 (1953); proposed 
1.167(a)-1(a)(3), 19 Federal Register 
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the service being that of refraining from 
engaging in a competing enterprise. 

Deferment of the ordinary income real- 
ized upon the covenant over its term may 
be the key to the vendor’s acceptance of the 
amount allocated thereto. In this event, 
whether the vendor is on a cash or an ac- 
crual basis, the payments should be made 
in equal annual installments for the duration 
of the covenant. 

As a corollary to the tax treatment of the 
vendor, the vendee is allowed to deduct the 
payments made for the covenant not to com- 
pete. The deduction is taken either as an 
ordinary or necessary expense if paid in 
installments over the period of the cove- 
nant or as an allowance for depreciation or 
amortization where the consideration is paid 
in advance in a lump sum.” The important 
point for the purchaser to keep in mind is 
the necessity of bargaining and negotiating 
for the covenant not to compete as an item 
wholly separate and apart from good will. 
A number of recent cases specifically em- 
phasize that arm’s-length bargaining for 
the covenant is the determining factor which 
will assure the vendee of a tax deduction.” 


Sale of Farm 


The rule requiring allocation of the sale 
price to the various assets which comprise 
a sole proprietorship is also applicable where 
an operating farmer sells his entire business 

land, produce, livestock and equipment. 
The vendor will realize ordinary income 
with respect to produce, feeder cattle, and 
poultry, and will realize capital gain under 
Section 1231 with respect to the land, the 
improvements, and farm machinery and 
equipment, The same considerations as 
previously noted enter into the allocation 
of the selling price. The vendor will seek 
a maximum allocation to land and depreci- 
able property. The vendee will prefer a 
maximum allocation to produce, cattle and 
depreciable property and a minimum to 
the land. 

Three items relating to the sale of a 
farm warrant special comment. The first 
is unharvested crops, the proceeds of which 


* Commissioner v. Gazette Telegraph Com- 
pany, 54-1 ustc — 9214, 209 F. (2d) 926 (CA-9), 
aff’'g CCH Dec. 19,419, 19 TC 692 (1953); 
Dauksch v. Busey, 54-2 ustc {§ 9584, 125 F. 
Supp. 130 (DC Ohio); accord, Oppenheim’s, Inc. 
v. Kavanagh, 50-1 ustc § 9249, 90 F. Supp. 107 
(DC Mich.). 

” Commissioner v. Gazette Telegraph Com- 
pany, cited at footnote 29; Lee Ruwitch, CCH 
Dec. 20,504, 22 TC 1053 (1954); George H. 
Payne, CCH Dec. 20,337, 22 TC 526 (1954). 
In another recent case the parties failed to 
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would be taxed as ordinary income but for 
a statutory exception which permits capital 
gain treatment if the farm has been held 
for more than six months." As a condition 
to such favorable treatment, however, it is 
necessary to segregate and capitalize the 
costs incurred in raising the crops to the 
date of sale.” 
The second item consists of “livestock 
held by the taxpayer for draft, breed- 
ing, or dairy purposes, and held by him for 
12 months or more from the date of acquisi- 
tion.” Gain on the sale of these items is 
treated as capital gain under Section 1231 
(b)(3). <A cash-basis vendor-farmer who 
has raised livestock which falls in this classi- 
fication is in a particularly favorable posi- 
tion, since the costs of raising and maintaining 
the cattle have been deducted in full from 
ordinary income. If the original use of the 
livestock for draft, breeding or dairy pur- 
poses commences with the purchaser, he 
will be entitled to apply the new deprecia- 
tion methods authorized by Section 167 of 
the new Code. 
The third item for consideration 


is the 
farm residence. 


If the vendor plans to apply 
a part of the proceeds from the sale to the 
purchase of another residence, it is neces- 
sary to make a proper allocation of the sale 
proceeds to the residential portion of the 
farm, This would include the home, yard, 
garden, garage and driveway areas. The 
gain allocable to the sale of the farm resi- 
dence will be recognized only to the extent 
that the adjusted selling price of the farm 
residence exceeds the cost of purchasing a 
new home.” 


Sale of Business 
by Decedent's Personal Representative 


In the foregoing discussion we have con- 
sidered the problems involved in the sale of 
a proprietorship by the owner during his 
lifetime. Do the same problems arise upon 
the sale of a business following the death 
of a proprietor? The answer turns on whether 
the executor or administrator is considered 
as stepping into the shoes of the decedent. 





allocate any portion of the consideration to the 
covenant. The purchaser made its own alloca- 
tion which was not recognized by the Tax Court 
but was sustained by the Seventh Circuit. Wil- 
son Athletic Goods Manufacturing Company, 
Inc., CCH Dec. 20,577(M), 13 TCM 913 (1954), 
rev'd, 55-1 ustc { 9442, 222 F. (2d) 355 (CA-7). 

% Code Sec. 1231(b)(4). For former rule, 
see Watson v. Commissioner, 53-1 ustc { 9391, 
345 U. S. 344. 

= Code Sec. 268. 

*® Code Sec. 1034. 
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3y the weight of authority, the personal 
representative stands in an entirely different 
light for the reason that the functions or 
activities of an executor in liquidating and 
administering an estate do not constitute 
the carrying on of a trade or business.™ 
This being the case, it follows that all the 
assets of the business become capital assets 
in the hands of the personal representative 
and any gain or loss upon disposition of the 
business is treated as capital gain or loss 
Since the assets take a date-of-death value 
as basis in the hands of the executor and 
since sale of the business shortly after death 
establishes date-of-death 


generally be 


there will 
little if any gain or loss upon 
the subsequent sale 


value, 


Frequently the regular operations of the 
business will be continued for a period fol 
lowing the proprietor’s death pending sale 
of the business as a unit or disposition of 
the various assets separately in the process 
of liquidation. Income realized during this 
period of continued operation will constitute 
ordinary income, but the ultimate disposi 
tion of the business assets outside the regu 
lar course of will be 
capital transactions and any 


business treated as 
gain will be 
illustrated 
decision where the 
decedent’s retail business 
was continued for a period until the busi 
could be sold. The income during 
this period was taxed as ordinary income 


taxed as 


capital This is 


by a recent 


gain. 
Tax Court 
operation of the 


ness 


Upon final disposition, a large portion of 
the inventory was sold in bulk and it was 
held that the 
capital gain. 


gain thereon 
The only suggested deviation 
from this principle is to be found in th 
Linde case, a decision rendered by the Court 
of Appeals for the Ninth Circuit.” The opin- 
ion contains language which 


was taxable as 


would sustain 
property held by 
the decedent for sale in the ordinary courss 


the conclusion that any 
of business should retain the same character 
(and same basis) in the hands of the pel 
This was 
not necessary to the decision, however, and 
it seems unlikely that the Commissioner will 


3 


sonal representative. language 


adc ypt this V iew 


“% Dizon v. U. 8., 52-1 ust 
986 (DC Ky., 
§ 9178, 192 ¥ 
Jacques 


{ 9130, 96 F. Supp 
1950), aff'd per curiam, 51-1 usr 
(2d) 82 (CA-6, 1951); Hstate of 
Ferber, CCH Dec. 20,321, 22 TC 261 
(1954); Adams v. Commissioner, 40-1 ustc § 9350, 
110 F. (2d) 578 (CCA-8). 

“ Estate of Jacques 
note 34 

*% Commissioner v. Linde, 54-1 ustc 1 9384, 213 
F. (2d) 1 (CA-9), cert. den., 348 U. S. 871 (1954) 

* The government, in its brief in opposition 
to taxpayer's petition for certiorari, stated, at 


Ferber, cited at foot 
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Sale of Partnership Interest 


Formation of partnership by sale of in- 
terest in proprietorship.—Not infrequently 
an individual proprietor will form a part- 
nership by selling a fractional interest in 
his business. He may, for example, accept 
a lump-sum payment for an interest in the 
business as an equal partner. In that event 
he will be deemed to have sold a one-half 
interest in each asset. Consequently, it will 
be necessary to allocate the sale price to the 
various assets which comprise the business 
and determine separately the gain or loss with 
respect to a one-half interest in each item 

To avoid any adverse tax consequences, 
the sole proprietor should withdraw from 
his business cash or property in an amount 
substantially equivalent to the capital con 
tribution which his prospective partner is 
to make. Then the proprietor may 
contribute the balance of his business as- 
sets and his partner may make 
bution of capital 
formed partnership. 


sole 


his contri 


directly to the newly 


Effect of sale, liquidation or death upon 
partnership taxable year.—Disposition of a 
partnership interest by sale, liquidation, o1 
death of a partner presents first a question 
as to the effect upon the taxable year and 
the treatment of income accrued to date of 
disposition, liquidation or death. This is 
a matter of concern not only to the sell- 
ing or retiring partner or estate of a de 
ceased partner, but also to the remaining 
partners. Under the new Code provisions 
it is specifically provided, with respect to 
the remaining that the taxable 
year of the partnership shall not close as 
a result of the death of a partner, or liqui 


partners, 


dation or sale of a partner’s interest unless 
there is a “termination” of the partnership.” 

For the selling or retiring partner the part 
nership year will close upon sale or liqui 
dation of his interest in the partnership, and 
he will be taxed upon his share of income 
which has accrued to the date of the sale 
or liquidation.” The amount of accrued in 


come for the current year will be added to 


the basis of his interest in the partnership 


p.* &: 


‘The Commissioner does not contend 
that mere ownership by the decedent at the 
time of his death is enough to support taxation 
under Section 126."’ 

*Code Secs. 706(c)(1), 708(b)(1). The latter 
defines termination to mean (1) complete cessa- 
tion of partnership business or (2) a sale 
exchange within a 12-month period of 50 per 
cent or more of the total interest in partnership 
capital or profits 

' Code Sec. 706(c)(2) 
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Although the new Code adopts the 
general rule that a 

partnership interest is a capital 
asset, certain exceptions 

are engrafted to prevent conversion 
of ordinary income into 

capital gain. These exceptions 
relate to two items which are 
specifically defined in Section 751 
of the Code: (1) unrealized 
receivables and (2) inventory items 
which have appreciated 
substantially in value. 


in determining gain upon the sale or 
ww 
dation 


liqui 


In the event of death of a partner, the 
Code provides that the taxable year of the 
partnership with respect to the deceased 
partner shall continue to the end of the part 
nership The effect of this 
generally is to prevent accrual 
of the deceased partner's share of current 
partnership income in his last 
stead, his income for the 
his death will be reported by his 
This provision in the 
teresting 
ot the 
partnership 


taxable year.” 


provision 


return. In 
share of year ol 
estate 
Code presents an in 
question, however, in the event 
death of a partner in a 
Does the 


partnership 


two-man 
death of a partner 


terminate the and effect an 


immediate closing of the partnership tax 
able year so that income accrued to the date 
of death is to be included in the deceased 
partner's last return Phe 


vhether the 


answer turns on 


business of the partnership 


continues to be carried on by the surviving 


partner in a partnership within the lan 
Section 708(b)(1)(A). The 


IS probably 


uage oO! answe! 


provided by the provisions of 


” Code Sec. 705 

" Code Sec. 706(c)(2) (A) (iI) 

“Tllinois Revised Statutes, Ch. 106 
31(4) and 30, respectively, 
stated in the text 

“The proposed regulations 
partnership taxable year shall not close with 
respect to a deceased partner ‘‘prior to the 
end of the normal partnership taxable year, or 
prior to the time when such partner's entire 
interest (held by his estate or other successor) 
is liquidated or sold or exchanged, whichever is 
earlier As an illustration, it is stated that if 
there were a prior agreement to purchase a 
partner's interest for a liquidated sum upon his 
death, the partnership taxable year with re- 
spect to the deceased partner would close with 
his death and his last return would include 
his share of accrued partnership income. Pro- 
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Secs 
for the propositions 


provide that the 
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the Uniform Partnership Act. Death of any 
partner causes a dissolution of the partner- 
ship; however, “on dissolution the partner 
ship is not terminated, but continues until 
the winding up of 
completed.” ” On 


affairs is 


reast nable 


partnership 
this basis, it is 
that the death of a partner in 
a two-man partnership does not 


cally 


to conclude 


automat 
‘ 


terminate the partnership year 


Nature of gain or loss upon sale or liqui- 
dation of partnership interest.—Prior to the 
adoption of the 1954 Code, it well 
established that a partnership interest con 
stituted that the 
upon the taxable as capital 
“ this 


selling 


was 


a capital asset and 


gain 

sale thereof was 
4 ; 

gain By an 


extreme extension of 


rule, some decisions permitted the 


or retiring convert his 


partner to interest 
income of the partnership into 
gain.” Although the new Code 


adopts the general rule that a partnership 


in ordinary 
capital 


interest 1S a capital asset,” certain excep 


tions are engrafted to 


prevent 
income into capital gain These 


relate to two 


conversion 
of ordinary 


exceptions items which are 


specifically defined in 
Code (1) 


inventory 


Section 75 ot the 


and (2) 


unrealized receivables 
which have 
in value Phe 


these 


items appreciated 


substantially selling partner's 


W ill 


mcome 


interest in assets invariably be 


realized as ordinary 


“Unrealized receivables” are defined in 


Section 751(c) to include rights to payment 


for goods or services which were 


“not pre 


viously includible in income 


method ofr acc 


uunting used by partne! 


ship.” It is not entirely clear from the lan 


guage of the statute whether this provision 


applies to 


unrealized receivables relating 


to the sale of depreciable property used 


in a trade or business. If this is the result, 


the statute serves to « 


onvert into ordinary 


income gains which would otherwise have 


been realized as capital gain under Section 
posed Regs. Sec. 1.706-1(c)(3), Example (2), 20 
Federal Register 5854 (1955). It is questionable 
whether this result is justified under the statutes 
where the partner's death and liquidation of his 
interest do not effect a termination of the part 
nership. See Code Secs. 706(c)(2)(A) and 708(b) 

“Long v. Commissioner, 49-1 ustc { 9209, 173 
F. (2d) 471 (CA-5), cert. den., 338 U. S. 818 
(1949); Commissioner v. Smith, 49-1 uste 1 9220, 
173 F. (2d) 470 (CA-5), cert. den., 338 U. S 
818 (1949); G. C. M. 26379, 1950-1 CB 58 

“ Swiren 1 Commissioner, 50-1 ustc % 9384 
183 F. (2d) 656 (CA-7), cert. den., 340 U. S. 912 
(1951) (interest in uncollected and _ unbilled 
fees of a law firm); Meyer v. U. 8., 54-1 ust 
"9408, 213 F. (2d) 278 (CA-7) (interest in 
partnership income for current period accrued 
to date of sale of partnership interest) 

* Code Sec. 741 
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1231.% The new statutory provision clearly 
precipitates the selling partner’s share of 
unrealized income on installment 
tions, a view previously adopted by the Tax 
Court under the old Code.® 

The 


income 


obliga 


selling partner 
with 


will realize ordinary 
respect to his interest in the 
partnership inventory only if the fair maz 


ket value of the inventory (1) exceeds 120 


per cent of its original cost and (2) also 


exceeds 10 per cent of the fair market value 
of all partnership property other than money 
The effect of the Code is to permit 
treatment of the partnership interest as a 
capital except to the 
partner's interest in 


new 
asset extent of the 
unrealized 
and appreciated inventory. The 


receivables 

operation 
of the new provisions can best be explained 
illustration, Consider the 


with a specific 


following example 


ABC Partnership—Balance Sheet 


Assets 
Fawr Market 
Value 


$18,000 


Basis 

Cash $18,000 

Installment 

receivable 
Inventory 


accounts 
12.000 
12,000 
18,000 


18,000 
18,000 
Fixed 24,000 


assets 


$60,000 $78,000 


Assume that C either sells his one-third 
interest in the partnership for $30,000 o1 
receives $30,000 in liquidation of his interest 


therein. The basis of his interest is $20,000 


Liabilities and Capital 
Fair Market 
Basis Value 


Liabilities $ 6,000 


Deferred gross profit on 


$ 6,000 

installment sales 

Capital: A 18,000 
B 18,000 
( 18,000 


6,000 
22,000 
22,000 
22,000 


$78,000 


$60,000 
(consisting of $18,000—C’s original invest 
ment and his portion of retained 
ings; plus $2, 000—C’ 
liabilities).” 


earn 
s share of partnership 


Result upon Sale of C's Interest 


Item 


1) Unrealized receivables 
2) Appreciated 
3) Cash and fixed assets 


4) Good will 


inventory 


$30,000 


The character of the gain or loss upon 


the sale of a partnership interest is gov 
erned by Sections 741 and 751. The former 
provides generally for capital gains treat 
ment; the latter 
relative to unrealized 


stantially 


imposes the exceptions 


receivables and sub- 
appreciated inventory. In_ the 
above example, both exceptions apply and 
relating to C’s one-third interest 
these 


income, 


the gain 


in each of items will be realized as 


ordinary The balance of the con 


sideration received by C is attributable 

‘Since Sec. 751 refers to receivables relating 
to the sale of ‘‘goods,’’ it does not apply to 
receivables relating to the sale of real prop- 
erty and depreciable improvements (fixtures) 
thereon. It was probably intended that ‘‘goods”’ 
should refer only to property held for sale in 
the ordinary course of business 

* Rhett W. Woody, CCH Dec 
350 (1952) 


19,322, 19 TC 


Sale of Small Business 


Proceeds 
$ 6,000 
6,000 
14,000 
4,000 


Taxable 
Gain 

$ 2,000 

2,000 

2,000 

4,000 


Character 
Basis of Gain 
$ 4,000 
4,000 
12.000 


Ordinary income 
Ordinary income 
Capital gain 
Capital gain 


$20,000 $10,000 ™ 


to his interest in all other partnership 


property, including good will, and the gain 
thereon is taxed as capital gain. In the 
sold his 


$4,000 in excess of his proportionate 


above illustration, ¢ interest for 


share 
of the fair market value of the underlying 
assets This excess 


represents his interest 


will, which is taxed 


Phis 
parently follow whether C 


in partnership good 


as capital gain result would ap 


sold his interest 


to an outsider or to the remaining partners 


*” Code Sec. 705 

” Code Sec. 752 

“If the purchaser also assumed C's share of 
partnership liabilities, C would realize an addi- 
tional gain of $2,000 which would be attribu- 
table to good will. Code Sec. 752(d). The new 
Code, in effect, incorporates the rule of Crane 
v. Commissioner, 47-1 ustc { 9217, 331 U. S. 1 
(1947), with respect to partnership liabilities 
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Result upon Liquidation of C's Interest 


Item 
(1) Cash and 
(2) Unrealized receivables 
(3) Appreciated inventory 
(4) Good 


fixed assets 


will 


results 
interest 


The tax upon 


inter 


liquidation of a 
vivos or at death 
Section 736 
The sequence of allocation of the considera- 
tion received in liquidation is somewhat 
altered as compared with the allocation 
made upon the sale of a partnership in- 
terest. The consideration is allocated first 
to the retiring partner’s interest in part- 
nership property. For this purpose, his 
interest in partnership property does not 
unrealized 


partner’s 


are determined initially by 


does 
it include good will unless the partnership 
agreement expressly provides therefor. The 
statute is not 


include receivables, nor 


status of 
substantially appreciated inventory, but by 
a devious route it is reasonable to conclude 


clear as to the 


that the tax consequence upon liquidation 
is the same as that which follows a sale.” 
[he important point to note here is that 
the parties by provision in the partnership 
agreement can control the character of the 
gain relating to the retiring partner’s in- 
partnership good will.” If the 
partnership agreement provides for such 
payment, it will be taxed as capital gain to 


terest in 


In the above illustra- 
that the 
agreement did not include a provision for 
good will 


the retiring partner 


tion it is assumed partnership 


The foregoing illustration is subject to a 
caveat in view of the proposed partnership 
(Section 1.736-1(a)(2)) which 
provide that Section 736 shall apply only to 


regulations 


installment liquidations of a partner’s inter 
est and not to lump-sum liquidations. On 
this basis, any amount received by the retiring 


partner in a lump-sum cash liquidation 

See footnote 51 

Sec. 736(b)(1) provides that payments made 
in liquidation of the interest of a retiring part- 
ner shall be treated as a ‘‘distribution’’ by the 
partnership Sec. 731 provides that gain or 
loss on distribution shall be considered as a 
gain or loss from the sale or exchange of the 
distributee partner's interest in the partnership 
Finally, Sec. 741 provides that sale or exchange 
of a partnership interest shall be treated as a 
sale or exchange of a capital asset except as 
provided in Sec. 751, which imposes the excep 
tion relating to appreciated inventory. 

* Code Sec. 736(b)(2)(B). 
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Proceeds 
$14,000 
6,000 
6,000 
4,000 


$30,000 


Taxable 
Gain 
$ 2,000 
2,000 
2,000 
4,000 


Character 
Basis of Gain 
$12,000 

4,000 


4,000 


Capital gain 

Ordinary income 
Ordinary income 
Ordinary income 





$20,000 


$10,000 * 


which represents his interest in partnership 
good will is taxable as capital gain under 
Section 731 irrespective of the provisions of 
the partnership agreement. To the writer, 
there is considerable doubt as to whether 
the language of Section 736 justifies this 
proposed provision. In any event, however, 
the proposed regulations substantially alter 
the conclusions outlined in 
paragraph. 


the preceding 


Upon the death of a partner the estate 
would have the benefit of date-of-death 
values as the basis of the deceased part- 
ner’s interest in partnership property.” 
This would serve to eliminate substantially 
all gain upon liquidation except that relating 
to unrealized receivables and good will 
not provided for in the partnership agreement.” 


Sale of Corporate Interest 

Sale by the taxpayer of his interest in 
a corporation consisting of corporate stock 
generally results in capital gain or 
since shares of stock are capital 
The purchaser, however, may prefer to 
acquire the corporate assets directly to be 
assured of a stepped-up basis with respect 
to the Under the old 
Code, sale by the corporation of its assets 
followed by liquidation imposed upon the 
vendor the burden of a double tax. Even 
if the corporation were liquidated and the 
property subsequently sold by the share- 
holder, the vendor still incurred the risk 
of a double tax under the doctrine of the 
Court Holding Company decision.” 


loss 


assets. 


corporate property. 


The double tax or risk thereof upon the 
vendor has substantially eliminated 


been 


* Code Sec. 742. 

“The successor to a deceased partner's in- 
terest in the partnership will be entitled to a 
date-of-death value with respect to partnership 
inventories. Staff of the Joint Committee on 
Internal Revenue Taxation, Summary of the 
New Provisions of the Internal Revenue Code of 
1954 (1955), p. 94. The proposed regulations, 
Sec. 1.736-1(b)(4), apparently take a contrary 
position and would not accord a stepped-up 
basis to the deceased partner's successor with 
respect to substantially appreciated inventories. 

% Commissioner v. Court Holding Company, 
45-1 ustc {| 9215, 324 U. S. 331 
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by Section 337 of the new Code. Con- 
versely, Section 334 assures the corporate 
purchaser of stock of a stepped-up basis 
upon liquidation of the 
sidiary. Certain conditions 
these sections are not 
should be 


sub 
imposed by 
detailed here and 
carefully followed by both the 
vendor and purchaser in the consummation 
of a transaction thereunder.® As a further 
note of warning, the vendor should not 
overlook the collapsible-corporation 
visions in Section 341. 


purchased 


pro- 


Sale of Business Interest at a Loss 


Net operating loss deduction—Proprietor- 
ship—As previously observed, losses in 
curred upon the sale of real property and 
depreciable property used in a trade or 
business are deductible as ordinary losses 
under Section 1231. Prior to the adoption 
of the 1954 Code, however, a net loss result- 
ing from the disposition of this type of 
property did not qualify for the net operat- 
ing loss deduction ana could not be carried 
back or forward to offset the 
prior and subsequent 
premised on the 
were not 
business.” 


income of 
years. This result 
ground that such 
incurred in the operation 
The new Code remedies 
this situation by specifically providing in 
Section 172(d)(4) that gains or losses from 
the sale of depreciable property or real 
property used in a trade or business shall 
be considered gains or attributable 
to the trade or business. 

Partnership Under the former 
Code, a loss upon the sale of a partnership 
interest did not qualify for the net operating 


loss 


was 
losses 
of a 


inence 
interest 
inasmuch as 


capital 
is obtained under 


deduction such interest 
The same 
the new Code. A 


partnership interest is treated as a capital 


constituted a 
result 


oo 
asset 


5% For a full treatment of these new provisions, 
see Emery, ‘‘Complete Liquidation of Corpo- 
rations Under the 1954 Code,"’ 32 TAxEes 995 
(1954). 

®” Baruch v. Commissioner, 50-1 ustc { 9117, 178 
F. (2d) 402 (CA-2, 1949) (farm); Foreman v. 
Harrison, 48-1 ustc { 9303, 79 F. Supp. 987 (DC 
Ill.) (manufacturing business). 


Sale of Small Business 


asset except to the extent that gain upon 
a sale thereof relates to unrealized receiv 
ables and substantially appreciated inven 
tories. It would be impossible, however, to 
incur a loss attributable to either of 
items. The result 
loss deduction 


these 
under the net operating 
provisions, therefore, re 
mains unchanged and a loss incurred upon 
the sale of a partnership interest can only 


be applied to offset capital gains.” 


stock 
corporation are 


Corporate Since 


in a 


stock 
capital any 
loss upon the sale thereof is a capital loss 


shares ot! 


assets, 


which can only be offset against capital gains 
in the determination of the net 
deduction. 
also do not 


operating 
Consequently, these losses 
comprise any portion of the 
deduction 


loss 


loss 


net operating 


Loss on sale to related taxpayer. 
new Code carries 


The 
from the old Code 
a provision often overlooked by the tax 
payer who hopes to obtain a tax loss upon 
a bargain sale of his 
a family Section 267 of the new 
Code deduction for a loss 
incurred upon the sale of property between 
related 
the case of a 
member, the 

tax liability, 

transferred for 


over 


business interest to 
member. 


disallows any 


defined therein In 


bargain 


taxpayers as 
family 
incur git 
property will be 
an adequate and 


sale to a 
vendor may also 
since the 
than 
full consideration in 


worth.” 


less 
money or money’s 

It should be noted that a relief provision 
has been added to the new Code 
recoupment by the related transferee tax 
payer of the loss disallowed upon the sale 
to him against any gain realized by him 
a subsequent sale of the property.’ 
It would be necessary, of course, to trace 
the loss to the particular property subse- 


quently sold by the transferee. [The End] 


to permit 


upon 


. . . the historical record proves, | think, that American capitalism is not a 
house of cards which a slight gust of wind can 

blow away, but rather a tough institution which has 

taken a good deal of punishment in its stride, and which can continue 

to absorb heavy taxes if unavoidable international pressures 

so require.''"—Randolph E. Paul, ‘History of Taxation 

in the United States,"’ The History and Philosophy of Taxation. 


® Merrill v. Commissioner, 49-1 ustc { 9203, 173 
(2d) 310 (CA-2) 

* Code Sec. 172(d)(2) 

®@ Code Sec. 2512(b). 

* Code Sec. 267(d). 





As the Law Stands Today, Can the Support 


Beneficiary Who Is the Legal Dependent of a 
Third Party Be Certain of His Tax Position? 


Taxation of Nongrantors 
Under Trusts for Support of Their 


N SECTIONS 677(b) and 678(c) of the 
1954 Code, Congress 
has dealt with the liability of grantors and 
others the 
first 


not 


Internal Revenue 


upon income ot trusts set up tor 


At 
do 


persons 


support of their legal dependents.’ 
the old 
significant Indeed, as 
other than the grantor, Congress stated that 
it had “liberalized” the law.2 Upon more 
careful consideration, it becomes clear that 
has unintentionally introduced new 
complexities and paradoxes into the law so 


law 
to 


glance, changes trom 


seem 


( ongress 


far a nongrantors are concerned.’ 


Chis article is primarily 
liability 


with 
than 
up for 

This 
developed in a large measure 
the 
trusts and 


concerned 
other 
grantors, set 
the support of their legal dependents 
body of 
as an appendix to the law concerning 
or ot 
be understood in 
becomes 


the 


the tax of 


out ot 


persons 
arising trusts 
law 


taxability grantors support 
that 
to 


to 


can only context. It 


thu necessary 


law 


grantors 


review 
the 


pre 


luminarily relating lia- 


bility of 


tax 


rhe vertinent portions of Sec 
at footnote 33. The pertinent 
677 provide as follows 

(a) GENERAL RULE 
treated the owner of 
whether not he is treated as such owner 
under section 674, whose income without the 
approval or consent of any adverse party is, or, 
in the discretion of the grantor or a nonadverse 
party, or both, may be 

(1) distributed to the grantor 

(2) held or accumulated for future 
tion to the grantor 

(b) OBLIGATIONS OF SUPPORT 
of a trust shall not be considered taxable to 
the grantor under subsection (a) or any other 
provision of this chapter merely because such 
income in the discretion of another person, the 
trustee, or the grantor acting as trustee or 
co-trustee, may be applied or distributed for 
the support or maintenance of a beneficiary 


804 


678 are quoted 
portions of Sec. 


The grantor shall be 


as any portion of a trust, 


or 


distribu- 


Income 


November, 


Trusts for Grantor's Dependents 


By a combination of Congressional and 
court action, the law as to the taxability of 
a grantor the income of a 
he up for the support 
dependent has crystallized. Typical situa 
tions involve trusts set up by a father 
the support of a minor child or 
up by a husband for the support of his wife 
It was by Douglas v. Willcuts, 
Schweitzer and Helvering 7 
Stokes, all decided by the Supreme Court in 
1937,* that where trusts the use of 
the income for the support of the dependent, 
the income was taxable under Section 22(a), 
now Section 61 of the 1954 Code 

In Stuart,” decided in 1942, 
the Supreme Court extended the doctrin« 
and held that where the income could be 
used in the discretion of trustees for the 
support of a minor child, the father-grantor 
was taxable on the entire income (whether 
or not used support) by virtue of the 
combined provisions of Sections 22(a) and 


on trust which 


has set of a legal 


Tor 


trusts set 


established 
Helvering v 


require 


Helvering v 


for 


whom the grantor is legally obligated to sup- 
port or maintain, except to the extent that such 
income is so applied or distributed.”’ 

2S. Rept. 1622, 83d Cong., 2d Sess., p 
quoted at p. 811 

3 See below, at pp. 812-813 

* Douglas v Willcuts, 36-1 
U. S. 1 (1937); Helwvering v. Schweitzer, 
U. S. 551 (1937), per curiam, rev'g 35-1 
{ 9163, 75 F. (2d) 702 (CCA-7); Helvering 1 
Stokes (1937) per curiam, rev'g 35-2 usr 
{ 9528, 79 F. (2d) 256 (CCA-3) As to alimony 
trusts and related problems, Douglas v. Willcuts 
has been superseded by Secs. 22(k) and 171 of 
the 1939 Code 71 and 682 of the new 
Code), but it still remains unchallenged law as 
to the general liability of grantors under trusts 
for the discharge of their legal obligations 

§ 42-2 wstc § 9750, 317 U. S. 154, rev’g 42-1 
ustc 7 9159, 124 F. (2d) 772 (CCA-7, 1941) 


371 


© 9002, 296 


296 


USsT« 


ust 


(Secs 
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Dependents 


| By SYDNEY C. WINTON 


167 and not merely upon the amount of 
was actually used for the 
child. This decision 
regarded as unduly harsh, and 
Congress promptly rectified the hardship in 
1943 by adding subdivision (c) to Section 
167, which provided that the income of the 
trust should not be taxable to the grantor 
merely because, in the discretion of another 


which 
support of the 
generally 


income 


was 


person—the trustee or the grantor acting as 
trustee—it might be applied to the support 
of a dependent of the grantor, except to the 
extent that it was actually so applied.’ 


The courts have narrowly construed Sec 
tion 167(c), however, so as not to exempt 
the grantor where the income may be used 
for the support of the dependent by the 
grantor in a capacity other than as a formal 
express trustee with legal title to the trust 
corpus. Thus, in Hopkins v. Commissioner,’ 
where the grantor reserved the power to 
direct the corporate trustee to use the in- 
come as he deemed to be in the best inter 
ests of his minor son, the 
taxable on the income, 


grantor was 
even though the 

*S. Rept. 627, 78th Cong., 1st Sess. (1943), 
p. 29 

144-2 ustc 19445, 144 F. (2d) 683 (CCA-6), 
followed in Frank E. Joseph, CCH Dec. 14,831, 
5 TC 1049, acq., 1946-1 CB 3. The court in the 
Hopkins case held that the grantor could have 
directed the application of the income to the 
discharge of his legal obligation of support 
even though in so doing he was acting in a 
fiduciary capacity, because the discharge of his 
fiduciary obligation in no way conflicted with 
the discharge of his obligation to support his 
infant sons. It was in this connection that the 
court said that the taxpayer could have used 
the powers for his benefit and that they were 
not for the sole benefit of his sons, as discussed 
in the text below 


Taxation of Nongrantors 


court recognized that the 


fiduciary one 


power was a 

A strange feature of the Hopkins case was 
that the grantor was in fact expressly named 
as one of two but, since the 
trust deed expressly vested title exclusively 


cotrustees 


in the other cotrustee, the grantor was con 
sidered as not technically a trustee within 
the meaning of Section 167(c).* The court 
recognized that the power to use the income 
for the benefit of the dependent was a fidu 
ciary power within the general law although 
it also held that the grantor, being obligated 
to support the dependent, had a beneficial 
interest in the power which it found was 
not inconsistent with his fiduciary obliga 
tion. Nevertheless, the grantor was held 
taxable on the income not used for support 
simply because he formal, ex 
trustee, This unduly 
technical, since if the grantor’s power is a 
fiduciary one, there would seem to be no 
legal difference in the nature of his obliga 
tion whether or not he is an express trustee, 
but only a difference of name. 

Section 677 of the 1954 Code carries for 
ward the provisions of Section 167(c) of the 
1939 Code with a minor technical change,’ 
so that it is to be anticipated that the prior 
interpretations will be followed. 


was not a 


press decision seems 


Trusts for Dependents 
of Someone Other Than Grantor 


When a grantor sets up a trust for the 
support of a person he is not legally obli- 
gated to support, it is clear that he is not 
taxable on the trust income.” 
the support 
pendent of 


If, however, 

beneficiary is the legal de 
a third party (whom we shall 
refer to in this article as the nongrantor), 
is the nongrantor taxable on the income of 
the trust to the that it is used or 
usable for the support of his dependent? 
A typical situation would involve a trust 


extent 


“The one who creates a trust is said to settle 
it on another, and is referred to as ‘donor’, 
‘settlor’ or ‘trustor’. He to whom the property 
is given in trust and in whom the legal title 
vests is usually the trustee, In the case at bar 
the legal title to all the trust assets was in the 
corporate trustee and the power reserved to 
the settlor was as an individual.’’ 

* Sec. 167 applied only to income which might 
in the discretion of the grantor or nonadverse 
party be distributed to the grantor. It did not 
expressly apply to income actually distributed 
in discharge of his obligations, such income 
being held taxable to him under Sec. 22(a) 
Sec. 677 of the 1954 Code is applicable to such 
income, and it is unnecessary to refer to Sec 
61, the old Sec. 22(a). 

” Helvering v. Stuart, cited at footnote 5. 
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The author is a member of the law firm of 
Hays, Sklar, Epstein & Herzberg, New York City. 


set up by a grandfather for the support ot 
a minor grandchild whom the grantor’s son 
is legally obligated to support. It is gen 
erally believed that the son in such a case 
would not be taxabl 
trust." A review of the law indicates that 
the weight of authority supports the general 
opinion, but disturbing counter 
authorities 


on the income of the 


there are 
arguments and 


In an unbroken chain of decisions” largely 
acquiesced in by the Commissioner, stretch- 
ing from 1930 to 1947, it was held that the 
nongrantor was not taxable.” 


A review of the cases shows a consistent 
attitude against taxing the nongrantor. 
Thus, in Irene O’D. Ferrer,“ a testamentary 
trust was set up by a deceased husband with 
the wife as a trustee to apply the income 
in her discretion for the support of herself 
and her minor children. It was held that 
the amount which was paid for the support 
of the children was taxable to the children 
and not to the widow, though presumably 
she was obligated to support them.” 


* the same result 


was reached on a rather interesting state of 
facts. The petitioner and his wife had made 
a separation agreement under which he was 
obligated to pay her $18,000 a year for the 
support and maintenance of herself and the 


In the Stern litigation,’ 


" Special supplement to Irving Lawyers Let- 
ter, October, 1954, p. 17; J. K. Lasser, Tax 
Report Letter, December 1, 1954; Magill, Taz- 
able Income (Revised Ed., 1945), p. 280; Paul, 
Studies in Federal Taxation (3d Series, 1940), 
p. 282: but see Smith, ‘‘ ‘Clifford’ Trusts,’’ 93 
Trusts and Estates 729 (August, 1954). 

"% Jrene O’D. Ferrer, CCH Dec. 6318, 20 BTA 
811 (1930), acq., X-2 CB 23, cited with approval 
in Virginia White, CCH Dec. 14,846, 5 TC 1082, 
1087 (1945), and Agnes R. May, CCH Dec. 
15,728, 8 TC 860, 862 (1947); Allison L. 8. Stern, 
CCH Dec. 10,843, 40 BTA 757 (1939), acq., 1940-1 
CB 4; Helen V. Stern, CCH Dec. 12,812-D 
(1942), aff'd, Stern v. Commissioner, 43-2 ustc 
$9541, 137 F. (2d) 43 (CCA-2); Frank 8. 
Joseph, cited at footnote 7; see also Sunderland, 
CCH Dec. 14,144, 4 TC 88, rev'd, 45-2 usr 
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children. The wife brought an action for 
divorce and also one for alienation of affec 
tions against another woman. The action 
was settled by an agreement pursuant to 
which a trust of $400,000 was set up, the 
income of which was payable to the wife for 
the support of herself and the children, and 
the prior separation 
celed. 


agreement was can 
Though the husband was in form 
the grantor of the trust, all of the 
were actually contributed by the 
woman’s brothers. 
to tax the 


funds 
other 
The Commissioner sought 
income to the husband on the 
theory that he was the grantor of the trust 
In Allison L. S. Stern (1939), the Board held 
for the taxpayer, saying: 


“The evidence shows that notwithstand- 
ing the language of the trust instrument the 
petitioner was not the ‘grantor’ and that he 
transferred nothing in trust. He was but the 
nominal grantor of a fund which was ac 
tually transferred by another in settlement 
of litigation in which that other was the 
defendant. This fact appearing in evidence 
free from doubt, the ground for the Com- 
missioner’s determination falls and _ the 
holding falls with it.” 


The Commissioner published his acquies- 
cence in 1940-1 CB 4, saying in footnote 6: 


“Acquiescence relates only to the issue, 
{ 9404, 151 F. (2d) 675; Frances J. Clow, CCH 
Dec. 13,148, 1 TC 928 (1943). 

% It should be observed 


that some of these 
cases involve testamentary trusts, as distin- 
guished from inter vivos trusts. Perhaps this 
discussion is material under the 1954 Code 

“ Cited at footnote 12. 

% This was decided prior to Douglas v. Will- 
cuts, cited at footnote 4, and it had not then 
been established that even a grantor was tax- 
able. See Schweitzer v. Commissioner, cited at 
footnote 4, at p. 705, rev'd sub nom., Helvering 
v. Schweitzer. The Stern decisions, cited at 
footnote 12, and Frank E. Joseph, cited at foot- 
note 7, however, were decided after the Douglas 
case. 

% Allison L. 8S. Stern, Helen V. Stern and 
Stern v. Commissioner, cited at footnote 12. 
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Is the petitioner taxable on the income of a 
trust which was created for the support and 
maintenance of his wife and minor child?” 

The same transaction came up for con- 
sideration again with respect to the divorced 
wife. In Helen V. Stern (1942), the Board, 
considering the tax liabilities of the divorced 
husband and wife as reverse sides of the same 
coin and deeming that only one could be taxed 
on the trust income, concluded that it was the 
divorced wife, and not the husband, who 
was taxable, saying, at page 1135: 

“ ., the funds with which the trust was 
established were furnished not by peti- 
tioner’s ex-husband, but, for reasons and 
objects connected with their own interests, 
by strangers to the property dispute be- 
tween husband and wife, upon whom there 
rested no obligation of any sort with respect 
to the support of petitioner and her chil- 
dren. That being so, we know of no 
principle under which it would in any event 
be possible to claim that the ex-husband 
was taxable upon the trust income or that 
the doctrine of Douglas v. Willcuts, supra, 
was to any extent applicable.” 

The court of appeals affirmed, saying at 
pages 45-46: 

“We think its [the Board’s] decision was 
right because the foregoing items of income 
were properly assessed against the tax- 
payer rather than against her husband who 
furnished no part of the capital that made 
up the corpus of the trust. 


“The question is whether sums of money 
which were not the product of the hus- 
band’s earnings or a part of his estate, but 
were wholly furnished by third parties, 
should be treated as his for income tax pur- 
poses merely because they were a means of 
relieving him from future 
alimony. 


payments of 


, No part of the corpus of the trust 
here was derived from the earnings, prop- 
erty or business of the taxpayer’s husband 
and because of this alone we think she must 
fail in her appeal. 


“The result of subjecting Allison L. S. 
Stern to taxes upon the income from the 
trust would be not only to tax his income, 
which had not been diminished by any con- 
tribution made to the trust, but to require 
him to pay further taxes on income from a 
trust that was neither derived from his labor 
nor his property. there would appear 


7 1946-1 CB 3. 
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to be no reason for taxing the husband on 
income wholly derived from the contribu- 
tions of third parties.” 

In Frank E. Joseph (1945), the taxpayer’s 
wife had died intestate so that the tax- 
payer was entitled to one third of her 
estate and his infant son was entitled to 
two thirds. The estate consisted largely of 
an interest in a trust created by her father. 
3y arrangement with the deceased wife’s 
family, the trustee terminated the trust by 
paying over the property to the taxpayer, 
who immediately transferred it by pre- 
arrangement to a new trust, the income of 
which was to be paid over to the taxpayer 
for the support, maintenance and education 
of his minor son “in such manner as the 
Donor [taxpayer] in his sole discretion may 
see fit.” All the income was in fact dis- 
tributed to the taxpayer, who deposited it in 
an account which he identified on his 
records as belonging to the infant. From 
time to time, petitioner paid the infant’s 
income and personal property taxes from 
this account and transferred the balance to 
the new trust to be added to the trust corpus. 

The court held for the taxpayer on this 
issue, saying at pages 1057-1058: 

“He was not the grantor of the trust to 
the extent of his son’s property conveyed 
to the trustee. [citing cases] The 
son is taxable that income and for 
the taxable years it was properly reported 
for taxation by him. 


upon 


the petitioner would not be tax- 
able upon more than the income of the trust 
which flowed from his contribution of prop- 
erty to it.” 


The decision was acquiesced in by the 
Commissioner.” 

In Virginia White (1945),” a testamentary 
trust had been set up by deceased husband 
with the income to be paid by the trustee 
to his widow, with the expressed hope that 
she would use the income for the support 
of their minor children. The court went to 
great pains to establish that so far as the 
use of the income for the children’s support 
was concerned, the trust was merely preca- 
tory so that the wife was in fact the legal 
owner of the income. The court, at page 
1089, stated that if it had been obligatory 
to use the income for the support of the 
children, the wife would not have been tax- 
able on the amount used for their support. 
The court quite apparently did not consider 


% Virginia White, cited at footnote 12. 
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it material that the wife, as the 
parent, would presumably be legally 
gated to children 

In Sunderland v (1945),” 
the petitioner’s husband had set up trusts 
for the support of two minor children. The 
petitioner also contributed securities to the 
trusts 


surviving 
obhi 


support her minor 


Commissioner 


The income was payable to the peti 
tioner to use in her discretion for the sup 
port of the children. The Court of Appeals 
for the Third Circuit held the petitioner 
taxable upon the the 
which she had contributed to the 

‘I he 


case 


not 


income ot securities 


trust.” 
the Sunderland 
collaterally 
missioner sought to tax the 

the income of the securities 
had contributed to the trust and not on the 
the that the wife had 
contributed, even though such income was 
required to be for the support of the 
whom the husband 
legally obligated to support.” 

other cases, 
Clow,” 
related problems 
had set 
children 


interesting aspect ot 


The Com 


husband 


appears only 
only 
on which he 


income ot securities 
used 


minor children was 


In two 
Frances J 


Aqnes R. May 
the Tax considered 
In the Clow case the wife 
up a trust for the support of 
She was held taxable on 
under Illinois law was 
jointly liable with her husband for suppcrt 
The court indicated that the husband was 
not taxable; yet if he was jointly obligated 
to support the children, he was 
much benefited as his wife by the 
the income to discharge his obligation 


and 
Court 


her 
the in 
she 


come bec ause 


just as 


e 
use ot! 


In the May case, grandparents had set up 
a trust naming daughter as sole 
trustee, with the income to be used for the 
support of herself and her child. She was to 
be the sole judge of the amounts, if any, 
to be used for the child’s support; any 
balance of the income was to be hers. It 
was held that the daughter was not taxable 
on the income she used for the support of 
the child, without 
whether or not 


under 


their 


any discussion as to 


she was obligated for its 
law, the court quite 
clearly not believing that if she was obli 
gated to the child would be 


income for that 


support state 


support she 


taxable on the applied 


purpose 


The foregoing authority is consistent and 
explains the prevailing feeling that non- 

” Cited at footnote 12. 

*It seems to have been assumed that the 
mother was not legally obligated to support 
the children The case involves New Jersey 
law, and in other cases it is stated that the 
mother is jointly liable for support (Freda R 
Caspersen, CCH Dec. 10,839, 40 BTA 759 (1939), 
rev'd on other grounds, 41-1 ustc { 9363, 119 


808 


November, 


There is not a single reported case 
in which the nongrantor was held 
taxable under the 1939 Code simply 
because of the support feature. 

In a field where the opportunities 
of the Commissioner to 

assert tax liability were legion, 
this strongly confirms the 

conclusion that nongrantors were 
not taxable, the author states. 


taxable on the income ot 
support trusts. Unfortunately, there is some 
disturbing adverse authority 

In Stix v 
ecuted 
which her two 
trustees. One trust for 
one primary beneficiary and the 
other for the benefit of the other son. Each 
trust provided that during the life of the 
primary the trustees were to 
pay all the income to him “except that the 
trustees their and 
discretion at any time or from time to time 
pay over the income to the [the 
grantor’s grandchildren] of the primary 
beneficiary.” During the years in question, 
all of the income was distributed to the 
grandchildren. Nevertheless, the sons wer 
held taxable. 


grantors are not 


mother ex 
under 


Commisstoner,” a 
trust, 
the 
was 


two each of 


taxpayers, 


deeds of 
sons, were 
the benefit of 
son as 


beneficiary, 


may in sole exclusive 


sons 


The court assumed that the power to pay 
to the grandchild was a trust obligation 
which, if disregarded, might, in a proper 
case, be enforced by the courts. It 
Situation 


also 
that in a where a trust 
trustees to distribute the incom« 
among several beneficiaries in such propor 
tions as the trustees think best, each bene 
ficiary would be taxed only upon what he 
actually got, even though one of the trustees 
was among the class of beneficiaries. The 
court pointed out, however, that while a 
court might compel the trustees to make 
distribution to the grandchild, it would only 
do so when they were guilty of “gross and 
callous the grandchild’s 
necessities compared with his (the trustee 
father’s) needs and The 
said, at pages 563-564: 


assumed 
directs 


disregard” of 


resources court 


Slate, 12 
N. J. 426. Cf. Savage v. Commissioner, 36-1 
ustc — 9129, 82 F. (2d) 92 (CCA-3); Frances J 
Clow, cited at footnote 12. 

"1 See 151 F. (2d) 675, 677 

% Cited at footnote 12 

33 46-1 19119, 152 F. 
1945). 


1955 


F. (2d) 94 (CCA-3); Greenspan v. 


usT( (24) 562 (CCA-2 
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“(Quite aside from whether 


should 
less than absolute, when taxes are in ques 
tion, the 


a control, so 
little fettered, regarded as 


ever be 
failed to carry 
their burden of proof, for they did not show 
what part of the income they could 
their sons; 
much, therefore, was not within abso 
ontrol. As we have said, in the years 
tion all of the income of both trusts 
was given to one son of each taxpayer who 
was a minor, and for whose maintenance and 
upport his father was still liable. As 
1s was needed to di 
part of the Helvering 7% 
Stuart, 317 U. S.. 1546, G'S. Ct. 4. 77 L 
Ed. 154 order to avoid fur 
litigation, we do not 

that 


escape 


taxpayers at bar 


have 
been compelled to pay to and 
how 
lute « 


Im que 


much 
charge that obligation was 


father’s mcome 


However, in 
ruling 
( ould 
income un 


limit our 


situation: neither taxpayer 
taxation upon the whole 
what he in fact 
but what was the minimum 


court would 


less he showed, not only 
gave to his sons, 
compelled him 
to give, above the measure of his paternal 
»bligation All else he might withhold, 
and whatever more he chose to give, he 


gave out of his own.” 


which a have 


(Italics supplied.) 


The Stix case fundamentally involved the 
Vallinckrodt doctrine “—whether the trustee 
beneficiary’s powers over the disposition of 
the income as to render him 
substantial owner of the in 
come even though he was not the 


were so great 
taxable as the 
grantor 
The problem of support arose 
and 
considered 


incidentally, 


seems not to have been thoroughly 


weakness in the case, so 


\ fundamental 
far as the support 
that there was nothing in the trust 
ment that required that the 
the child should be 
In the absence of 


payments to the child 


feature 1s concerned, 1s 
instru 
distributions to 
used for its support 
such a provision, the 
would constitute its 


separate estate and could not legally be used 


to discharge the father’s duty of support 


Under such cir: 


the father 


that 
taxable on the 


umstances, it 1S clear 
would not be 
income of the trust, 


even where he is the 


grantot! 


The Stta 


22(a). It has been argued that where trust 


case is grounded on 


section 


* Mallinckrodt v. 
{ 9134, 146 F 


Commissioner, 
(2d) 1 (CCA-8) 

*% Suhr v. Commissioner, 42-1 usrt« 
F. (2d) 283 (CCA-6); Commissioner v. Katz, 
43-2 ustc § 9640, 139 F. (2d) 107 (CCA-7); Cush- 
man v. Commissioner, 46-1 ustc § 9141, 153 F 
(2d) 510 (CCA-2); Lillian M. Newman, CCH 
Dec. 13,102, 1 TC 921 (1943); Beardsley 1 
Hotchkiss, 96 N. Y. 201 (1884); In re Jeffrey’s 
Estate, 137 N. Y. S. 168 (1912); but see Rev 
Rul. 54-516, I. R. B. 195446, 7 


45-1 ust 


{ 9321, 126 
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income is to be used for a dependent’s sup 
port, the true beneficiary of the trust is 
the person legally obligated for the support, 
since it is his obligation which is being 
discharged and, therefore, he is the “bene 
ficiary” taxable under Section 162.” 

Che regulations * have long provided 

“Any income of an estate or trust for its 
taxable year which during that year may be 
used, pursuant to the terms of the will o1 
trust instrument, in the discharge or satis 
faction, in whole or in part, of a legal obli 
gation of any person is, to the 
used, taxable to such though 
directly distributed to him as a beneficiary 


” 


extent so 
person as 


Such an argument was made unsuccess 
fully in a line of cases, of which Theodore 
P. Grosvenor™ is typical, holding a grantor 
not taxable on the income of a support trust 
under either Section 22(a) or 162. In the 
Grosvenor case, the Board said, at page 575 

“Section 162(b) allows the trustees a de 
duction of the amount currently distribut 
able to the ‘beneficiaries’ and requires that 
a like amount be 
the net income of 
iS no reason 


included in computing 
the beneficiaries. There 
to believe that this term was 
intended to have a broader meaning than it 
ordinarily has in the law of trusts. This 
petitioner beneficiary of these 
trusts within the ordinary and usual mean 
ing of that word as used in relation to trusts.’ 


was not a 


This line of cases was overruled in Doug 
las v. Willcuts.™ But taxability was imposed 
under Section 22(a), leaving unresolved the 
question of whether the person obligated for 
support could legally be deemed the “bene 
ficiary”’ of the trust under Section 162. 


4 somewhat similar issue under 
Section 166 of the Code which formerly pro 
vided that the should be taxable 
if the trust could be revoked by the grantor 
“in conjunction with any person not a bene 
ficiary of the trust.” In 


sioner,” the 


arose 


grantor 


Savage v. Commis 
wife had set up a trust incident 
to a divorce, the income of which was pay 
able to the husband for the support of their 
minor children. The trust could be revoked 


by the wife with the consent of the husband. 


"See cases cited at footnote 25; also Helver- 
ing v. Stuart, cited at footnote 5. 

’ Corresponding to Secs. 652 and 662 of the 
1954 Code 

* Regs. 118, Sec. 39.162-1(f). 

7% CCH Dec. 8777, 31 BTA 574 (1934), 
36-2 ustc © 9404, 85 F. (2d) 2 (CCA-2). 

” Cited at footnote 4 

3! 36-1 ustc { 9129, 82 F. (2d) 92 (CCA-3) 


rev'd, 








Tax counselors are advised to have 

as trustees persons other than the 
nongrantor. The trustees should apply 
the income for support without the 
nongrantor’s intervention. 


The parties were subsequently divorced 
The Commissioner sought to tax the income 
of the trust to the divorced wife on the 
ground that the trust was revocable without 
the consent of a “beneficiary.” It was held 
that the former husband was to be deemed 
a “beneficiary” under the section. This case 
may be discounted, since it really turned on 
what later came to be known as “adverse 
interest.” ™ 


These foregoing cases, at most, form the 
basis for adverse inferences and arguments 
more or less cogent. But the fact is that 
there is not a single reported case in which 
the nongrantor was held taxable under the 
1939 Code simply because of the support 
feature. In a field where the opportunities 
of the Commissioner to assert tax liability 
were legion, this strongly confirms the con- 
clusion that nongrantors were not taxable. 


Nongrantors Under 1954 Code 


In the 1954 Code, Congress sought to 
codify to a large extent the body of law 
which we have discussed. It dealt with the 
question of support trusts set up by third 
parties in Section 678 of the Code.” 


In the section in subpart E entitled 
“Grantors and Others Treated as Substan- 


tial Owners,” the Senate committee report 
states at pages 364-365: 

“Subpart E contains the provisions for 
taxing to the grantor the income of a trust 


over which he has retained substantial 
dominion and control. 


“There is also included in this subpart 
(sec. 678) provision for taxing income of a 
trust to a person other than the grantor 
where there is vested in such person (rather 
than in the grantor) the power to vest the 
corpus or income in himself. This adopts 
the doctrine of such cases as Richardson v. 
Commissioner (121 F. 2d 1) and Mallinckrodt 
v. Nunan (146 F. 2d 1), now set forth in the 
regulations under section 22(a). See section 
39.22(a)-22. 


“It is also provided in this section [671] 
that no items of a trust shall be included 
in computing the income or credits of the 
grantor (or another person) solely on the 
grounds of his dominion and control over 
the trust under the provisions of section 61 
(correspondent to sec. 22(a) of existing 
law). The effect of this provision is to in- 
sure that taxability of Clifford-type trusts 
shall be governed solely by this subpart. 
However, this provision does not affect the 
principles governing the taxability of in- 
come to a grantor or assignor other than 
by reason of his dominion and control over 
the trust.” ™ 


It is thus apparent that these sections 
approach the problem solely from the view- 
point of dominion and control, that is, 
power over the income or corpus. 





* The court sald, at pp. 93-94: 
af . her former husband was very sub- 
stantially benefited by this trust, it could not 
be revoked without his consent, it made possl- 
ble the maintenance of his home and a home for 
the children, for whom, under the New Jersey 
statute, he was responsible to the extent of fine 
and imprisonment. While she may have 
had no purpose to benefit her husband, yet the 
course she pursued in her desire to care for 
the children could not be effected without in 
fact materially and financially benefiting the 
custodian of the children.”’ 


Compare Freda R. Caspersen, cited at foot- 
note 20, and Raoul H. Fleischmann, CCH Dec. 
10,833, 40 BTA 672, 684 (1939). It is interesting 
to observe that the Board of Tax Appeals on 
the same day decided Allison L. 8. Stern, cited 
at footnote 12, and Freda R. Caspersen, cited 
at footnote 20. Apparently the Board did not 
regard the creation of an adverse interest under 
Sec. 167 as making the holder of such interest 
a ‘‘beneficiary’’ of the trust under Sec. 162. 

* Sec. 678 of the Code provides: 

‘*(a) GENERAL RULE.—A person other than 
the grantor shall be treated as the owner of 
any portion of a trust with respect to which: 
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“(1) such person has a power exercisable 
solely by himseif to vest the corpus or the in- 
come therefrom in himself . 


“(c) OBLIGATIONS OF SUPPORT.—Subsec- 
tion (a) shall not apply to a power which 
enables such person, in the capacity of trustee 
or co-trustee, merely to apply the income of the 
trust to the support or maintenance of a person 
whom the holder of the power is obligated to 
support or maintain except to the extent that 
such income is so applied,’’ (Italics supplied.) 

* The report continues, at page 365: 

“Thus, this subpart has no application in 
situations involving assignments of future in- 
come to the assignor, as in Lucas v. Harl (281 
U. S. 111), Harrison v. Schaffner (312 VU. S. 579), 
and Helvering v. Horst (311 U. S. 112), whether 
or not the assignment is to a trust; nor are 
the rules as to family partnerships affected by 
this subpart. This subpart also has no appli- 
cation in determining the right of a grantor to 
deductions for payments to a trust under a 
transfer and leaseback arrangement.” 
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Section 678(a) imposes tax only when a 
person other than the grantor ™ has “a power 
exercisable solely by himself” to vest the 
income in himself.” If he has such a power, 
he is taxable on the income, whether or not 
he elects to take it. It seems to have been 
assumed by the draftsman of this section 
that if a person had a “sole” power under 
a trust set up by a third party to use the 
income for the support of his legal depend- 
ent, he was taxable thereon.” This assump- 
tion is a misconception of prior law, and 
results from confusing the tax liability of a 
grantor with that of a nongrantor. Because 
of this confusion, the Senate committee re- 
port described 678(c) as a liberalizing amend- 
ment, saying at page 371: 

“A liberalizing provision is provided under 
which a person will not be taxed on income 
by reason of a power vested in him as trus- 
tee to apply such income to the support or 
maintenance of his dependents, except to 
the extent that the income is so applied. 
This provision is consistent with section 
167(c) of existing law (section 677(b) of 
the new code) relating to equivalent powers 
held by the grantor.” 

As we have seen, however, under the 
prior law the nongrantor was not taxable. 
Subsection (c) of 678 was borrowed, as the 
Senate committee report shows, from Sec- 
tion 167(c), where it appeared in a com- 
pletely different context, namely, a context 
where it had been held that the grantor was 
taxable on the entire income whether or 
not it was distributed, so that the effect of 
167(c) was to cut down the grantor’s tax 
liability. 





When the same provision is added to the 
law in a context of nontaxability of non- 
grantors, the results are bizarre. Assuming 
that the general law still remains that a 
nongrantor is not taxable on the income of 
a support trust, then: 

(1) If the nongrantor is not a trustee, he 
remains not taxable, even though the in- 
come is mandatorily, or in the discretion 
of trustees, to be used for the support of his 
dependents. 

(2) If the nongrantor is one of two or 
more trustees who may in their joint dis- 
cretion use the income for the support of 
his dependents, he would presumably not be 
taxable if the income was not actually used 
for support.” 

(3) This same result would still seem to 
follow, even though the trustees should 
exercise their discretion to apply the trust 
income for the dependents’ support, since 
the grantor did not have a “sole” power.” 

(4) If the nongrantor is the sole trustee 
and the trust provides for the mandatory 
use of the income for his dependent’s sup- 
port, perhaps the same result would follow, 
since in ordinary legal parlance he does not 
possess a “power” and, arguably, no action 
on his part can affect the use of the income 
for support. On the contrary, it is the terms 
of the trust instrument which require the 
application for support; nevertheless, since, 
as trustee, he can and must use the income 
for support, there is considerable doubt in 
this situation.” 


(5) Where the nongrantor is not an ex- 
press trustee but the trust deed gives him 





*% The precise phraseology of Sec. 678, as well 
as of Subpart E as a whole, raises doubt as to 
whether it can ever apply to a testamentary 
trust as distinguished from an inter vivos trust. 
In a testamentary trust there is, strictly speak- 
ing, no grantor at all. The wording of Sec. 678, 
‘‘person other than the grantor,’’ seems to 
apply only to trusts in which there is a grantor, 
which would only be inter vivos trusts. If so, it 
would be more limited than was Sec. 22(a) 
(Grant v. Commissioner, 49-1 ustc { 9297, 174 F. 
(2d) 891 (CA-5)). 

*% We shall call a power exercisable solely by 
the nongrantor a ‘‘sole’’ power. 

* The reasoning seems to be that a person 
who receives the income of a trust is taxable 
thereon and, if the income is used to discharge 
his legal obligation, it is as if he received the 
income and himself applied it to discharge his 
obligation. Cf. Douglas v. Wilicuts, cited at 
footnote 4. Therefore, it is argued, if he has 
the power to use the trust income in his sole 
discretion to discharge his obligation, he should 
be taxable thereon whether or not he uses it. 
Cf. Helvering v. Stuart, cited at footnote 5. 
From this point of view, Sec. 678(c), making 
the nongrantor taxable only on income actually 


Taxation of Nongrantors 


used for support, would be a _ liberalizing 
amendment. 

*% Subsec. (c) of Sec. 678, quoted at foot- 
note 33. 

* Subsec. (c) of Sec. 678 does not purport to 
impose tax liability. Tax liability is imposed 
by subsec. (a), and only where there is a 
“sole’’ power. Subsec. (c) is an exception to 
subsec. (a), and purports to reduce the scope 
of taxability under subsec. (a). The ‘‘except”’ 
clause of subsec. (c) is a counterexception to 
the general exception in subsec. (c). If the 
counterexception is operative, it makes the 
main exception inoperative, but taxability 
would still seem to turn solely on subsec, (a). 
In this context, the word ‘‘co-trustee’’ appear- 
ing in the first part of subsec. (c) must de- 
scribe a case in which a person Is a cotrustee, 
but has the “‘sole’’ power, regardless of the 
concurrence of his cotrustee, to apply the in- 
come for the support of his dependent. 

“In such a case, the nongrantor has a duty 
to use the income for support. The whole 
wording of subsec. (a) seems to be concerned 
with situations where the nongrantor has a 
legal ‘‘power,’’ that is, is free to take or not 
take the income, as he pleases. 
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the right to direct the use of the income 
for the support of his dependents, the court 
decisions interpreting Section 167(c) give 
rise to curious problems. Even if it were 
assumed that he holds such power in a 
fiduciary capacity, he would still not be an 
express trustee and, under the Hopkins 
case,” he would not fall within the category 
of a person acting “in the capacity of trustee 
or co-trustee.” A like holding under Sec- 
tion 678 would make subsection (c) entirely 
inapplicable and result in taxability to the 
nongrantor of the entire income under sub- 
section (a) whether or not it was actually 
used for support. 

If the use of the income by the non- 
grantor for his dependent’s support is man- 
datory, taxability conceivably might be 
avoided on the basis discussed under (4), 
above. 


If the nongrantor’s power to use the in- 
come for support is discretionary, tax lia- 
bility would turn on whether a fiduciary 
power falls under subsection (a) of Section 
678. The Senate committee report indicates, 
at page 366, in the discussion of definitions 
under Section 672(d), that “the fact that a 
power is held in the capacity of trustee is not 
material except where expressly or impliedly 
stated as in section 674(d) and 675(4).” There 
is, however, no provision of the Code which ex- 
pressly enacts this principle, and the case 
law under the 1939 Code was largely to the 
contrary.” With respect to express trust 
powers (as distinguished from innominate 
fiduciary powers), the inference is clear 
from subsection (c) of Section 678 that a 
trust power may, under subdivision (a), be 
a taxable power. Nevertheless, it is argu- 
able that a fiduciary power does not exist 
unless the requisite facts warranting its 
exercise exist during the taxable year. If 
the circumstances would not warrant using 
the income for the support of the dependent 
during the taxable year, arguably, the power 
would not exist during the year.“ How- 
ever, the burden of proof may rest on the 
taxpayer to establish the nonexistence of 
these circumstances. 

(6) If the trust mandatorily directs the 
trustees to pay the income to the non- 
grantor for the support of his dependents, 


“ Cited at footnote 7. 

“ Agnes R. May, cited at footnote 12; Funk 
v. Commissioner, 50-2 ustc * 9507, 185 F. (2d) 
127 (CA-3);: Plimpton wv. Commissioner, 43-1 
ustc 9424, 135 F. (2d) 482 (CCA-1). Cf. Stix 
v. Commissioner, cited at footnote 23. But see 
Spies v. Commissioner, 50-1 ustc { 9202, 180 F. 
(2d) 336 (CA-8) 

“* Sidney Nathan, CCH Dec. 13,192(M), 2 TCM 
15, 57; Lawrence D. Buhl, CCH Dec. 14,262(M), 
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If taxability were imposed on a 
nongrantor, it would 

rest on his obligation under state 
law to support his dependent. 


his taxability would turn on the considera- 
tions above discussed. If, however, it is 
discretionary with the trustees to pay the 
income to him, it is clear that in any year 
in which the income was not paid to him, 
he is not taxable, because he would not have 
had a “sole” power to apply it for support. 
In any year in which the income is paid 
over to him by the trustees to be applied 
for support, there is a real risk that the 
nongrantor would be taxable whether or not 
he uses it for support because, once the 
money is placed in his hands, he has a 
“sole” power to apply it for his dependent’s 
support. He could thus be taxed on it 
whether or not he used it for support. Such 
was the decision with respect to grantors 
under Section 167(c).“ 

Considering these results, tax counselors 
would be well advised to have as trustees 
persons other than the nongrantor and to 
avoid having the trustees pay over the in- 
come to the nongrantor for the support of 
his dependents. The trustees should di- 
rectly apply the income for support without 
the nongrantor’s intervention. 

Certainly these are strange results which 
cannot rationally be justified. Such results 
raise the question of whether it can be main- 
tained that by implication the pre-existing 
law has been changed and nongrantors have 
been made generally taxable on the income 
of support trusts regardless of whether or 
not they are trustees. There is little, how- 
ever, to commend a finding of implied 
amendment on the basis of legislative errors 
and misconceptions. It would be most un- 
fair to taxpayers to hold that the law has 
been tacitly changed, particularly where 
Congress stated expressly that it intended 
to liberalize the law in favor of taxpayers. 
It is by no means clear that if Congress had 
understood the pre-existing law, it would 
have adopted subdivision (c) of Section 678. 
It is even less clear that Congress would 





3 TCM 1250; Robert P. Scherer, CCH Dec. 
13,914, 3 TC 776, 798. Cf. the following estate 
tax cases: Jennings v. Smith, 47-1 ustrc 7 10,551, 
161 F. (2d) 74 (CCA-2); Estate of Robert W. 
Wier, CCH Dec. 18,533, 17 TC 409 (1951); Estate 
of C. Dudley Wilson, CCH Dec. 17,296, 13 TC 
869 (1949). 
* See cases cited at footnote 7 








have changed the pre-existing law and made 
nongrantors taxable if its attention had been 
clearly drawn to the problem. 

The social considerations for imposing tax 
on the nongrantor are obscure. The courts 
have generally felt that nongrantors should 
not be taxable. Is a nongrantor to be liable 
because he may, in a certain sense, be held 
to benefit from the support of the dependent? 

The fact situations in which this problem 
arises The facts, in the Stern® and 
Joseph® cases were very strong for non- 
taxability. Matter of Gatehouse“ suggests 
another situation strongly favoring nontax- 
ability. Assume that a widow who is the 
beneficiary of a support trust set up in the 
will of her deceased husband remarries. Is 
her second husband to be held taxable on 
the income of the trust because he is pri- 
marily liable for the support of his wife? 


vary. 


It is quite clear that Congress did not 
face the general problem under discussion 
make a clear-cut decision. Rather, in 
an atmosphere of haste and misconception, 


and 


it acted only to change one minor facet of 
the law. This should not be deemed to re- 
sult in a broad amendment by implication. 
today, 
the nongrantor cannot be certain of his tax 


Nevertheless, as the law stands 


position. Clearly, as long as he is a trustee, 
he is on dangerous ground and should resign 
at once. Where he is not a trustee, it would 
be best for the trustees to apply the income 
directly for the support of the dependent 
and not to over to the 
nongrantor for such purpose, even though 
so authorized by the trust instrument. 


turn the money 


Secondary Limitations 
on Nongrantor’s Liability 


If taxability were imposed on a nongrantor, 
it would rest on his obligation under state 
law to support his dependent.* 


* Cited at footnote 12. 

“ Cited at footnote 7. 

* 149 Misc. 648 (Surr., 1933) 

* Helvering v. Stuart, cited at footnote 5. Cf. 
Frances J. Clow, cited at footnote 12. 

“In New York, a father has been held en- 
titled to reimbursement from trusts set up by 
third parties for the support of his children. 
Freeman v. Coit, 27 Hun. 447, Gen. T. (1882), 
aff'd on other grounds, 96 N. Y. 63 (1884); 
Matter of Cohn, 153 Misc. 757 (Surr., 1934); 
Matter of Gatehouse, cited at footnote 47. See 
Manning v. Sheehan, 75 Misc. 374 (S. Ct., Mon- 
roe Co., N. Y., 1912). 

% Cushman v. Commissioner, cited at footnote 
25; Hopkins v. Commissioner, cited at foot- 
note 7. Cf. Eva V. Townsend, CCH Dec. 14,908, 
5 TC 1380 (1945). 


Taxation of Nongrantors 


Detailed discussion of state law with ref- 
erence to the obligation of support is beyond 


the scope of this article. Tax advisers must 


take into consideration also the’ question 
of the extent to which, under state law, 
a support trust set up by a third party 


entitles a father or husband to reimburse- 
ment from the trust income for money spent 
for the support of his dependent.” In the 


absence of such a right, the father or hus 
band would presumably not be taxable. 
Since taxability is premised on a legal 


obligation of support, the taxpayer’s liability 
should not logically extend beyond the bounds 
of his legal obligation.” Thus, if we should 
assume that, as a matter of state law, the 
limit of the taxpayer’s obligation for support 
is X dollars, then logically only X dollars 
of the income of the support trust could be 
taxed to him. Income in such 
amount, even if used for the support of the 
dependent, would not be used in discharging 
the taxpayer’s legal obligation. 


excess of 


The trouble is that the monetary extent 
of the duty to support is usually vague and 
indefinite. Generally, a father or husband 
is liable to support his dependents in ac 
cordance with his position and station in 


life. 


Confronted by this situation in the case 


of grantors, the courts have generally found 


against the grantor, on the theory that he 
had set up the trust for the support of his 
dependent and was presumably the best 
judge of the extent of his obligation of 
support, so that unless he established that 


his legal obligation was less, he was taxable 
on the * Whatever 
the merit or lack of merit of this reasoning 


entire income may be 
as applied to grantors, it has no rational 
application to nongrantors. The nongrantor 
has not set up the trust, and cannot logi- 
cally be charged with having by his 
act measured 


own 
his legal obligation. 


% Helvering v. Schweitzer, cited at footnote 4, 
rev'd on other grounds in the Supreme Court 
Helvering v. Stuart, cited at footnote 5, in 
the United States Court of Appeals; Commis- 
sioner v. Grosvenor, cited at footnote 29. In 
the Schweitzer case the court said, at pp 
704-705 : 

“The petitioner, however, determined that 
matter for himself when he fixed the amounts 
under the trusts, and the Board was warranted 
in accepting his judgment in that respect It 
will not now be presumed, in the absence of 
evidence to the contrary, that his judgment 
was erroneous as to his position in life or as to 
the reasonable needs of his children . He 
apparently assumed that the continued pay- 
ments were reasonably necessary, and he is in 
no position now to complain that the Board 
accepted his judgment in that respect.’’ 
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As might be expected, the courts have 
been divided in their opinions in somewhat 
cognate situations. In the Stix case,” the 
court imposed upon the nongrantor the bur- 
den of proving the extent of his legal obliga- 
tion of support. The case is distinguishable 
because there the court found that the non- 
grantor was presumably beneficially entitled 
to all the income, and to avoid taxability 
he had to show that the distributions made 
to the child did not redound to his (the 
father’s) benefit, by way of discharging his 
duty of support 

A similar approach is evidenced in the 
‘Tax Court decision in Eleanore M. Funk,” 
where trusts were set up by the husband 
with the wife as trustee, under which, as 
trustee, she was empowered to distribute 
the income to herself or her husband ac- 
cording to their needs, the balance to be 
accumulated for others. The Commissioner 
sought to tax the wife on the entire income. 
In sustaining the Commissioner, the Tax 
Court said, at page 213: 

“There is no evidence in this proceeding 
regarding the ‘necessities’ of the petitioner’s 
husband, Wilfred J. Funk, as compared 
with the ‘necessities’ of the petitioner, upon 
which any conclusion can be made as to ‘the 
minimum which a court would have com- 
pelled’ her ‘to give’ to her husband under 
Lacking such evidence, the peti- 
tioner has failed to prove what amount of 
income of the trusts, if any, was not within 
her absolute control. Stix v. Commissioner, 
supra,” 


the trusts 


The Third Circuit reversed, without dis- 
cussing this question, on the ground that 
the fiduciary standard of “necessities” itself 


ENVY NOT THE CITY TAXPAYER 


A Compendium of City Government 
Finances in 1954, recently released by 
the Bureau of the Census, charts 
municipal revenues, expenditures and 
debt of the 481 cities of the United 
States which had more than 25,000 
inhabitants in 1950. The municipali- 
ties studied are reported to account 
for more than a third of all city- 
government revenue and expenditure 
and for some 45 per cent of all local 
public debt in the nation. 

Average per-capita general municipal 
revenue in 1954 was $96.33, according 
to the report. General expenditure in 


@ Cited at footnote 23. 
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prevented the application of the Mallinckrodt 
doctrine. 

The fact situation in these cases is some- 
what less favorable to the nongrantor as, 
in these cases, the nongrantor had an in- 
terest in the income not distributed to 
others. On the other hand, in the typical 
support trust, the nongrantor has no legal 
interest in the income, except as it is used 
to discharge his legal obligation of support. 

It must be faced, however, that whatever 
may be the proper standards which the 
Commissioner should use in making his ini- 
tial determination as to the extent of the 
taxpayer’s legal obligation, once the Com- 
missioner has made a determination, the 
taxpayer is confronted by the general pre 
sumption that the determination is correct, 
and the burden of proof is upon him to 
show the error in the Commissioner’s deter- 
mination. Unless the courts approach the 
specific problem under consideration from 
the viewpoint of the Third Circuit in the 
Funk case, the nongrantor may well ex- 
perience burden-of-proof difficulties. 


Conclusion 


The unintentional complexities introduced 
by Congress into the law concerning the 
taxability of a person other than the grantor 
on the income of a support trust are of 
such a nature that only further legislation 
can correct the unfortunate situation which 
has arisen. In the meantime, attorneys and 
others confronted with this problem would 
do well to review their situation carefully, 
and take such steps as are possible under 
existing law to reduce the nongrantor’s tax 


exposure. [The End] 


these cities reached $6,107 million 
during the fiscal year, a rise of 8 per 
cent over the 1953 figure. 

Outstanding gross debt rose 7 per 
cent to $196.30 per capita. 
to the compendium: 

“In addition to $9,062 million of 
long-term debt pledging the cities’ 
full faith and credit, $2,482 million 
of nonguaranteed debt was outstand- 
ing. The remaining $618 million rep- 
resented short-term obligations. Net 
long-term debt also rose during the 
year, to $10,065 million or $162.46 per 
capita.” 


According 


8 CCH Dec. 17,490, 14 TC 198 (1950), rev'd, 
50-2 ustc { 9507, 185 F. (2d) 127 (CA-3). 
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There Is a Lack of Judicial Harmony in 
This Area and the 1954 Code 
Fails to Mitigate the Resulting Situation 


Does Dissolution Followed by Reincorporation 


Constitute a Reorganization? 
By ALLAN A. BAKST, New York Attorney and CPA 


b Mointer ISSUE posed in the title has al 
ready been litigated and is doubtlessly 
destined to make additional 
before judicial forums. The originally en- 
acted House version of the 1954 Code con- 
tained a provision dealing with this situation. 
By virtue of the technical problems created 


appearances 


thereby, Section 357 was excised from the 
new law. The House managers expressed 
the following thought in their 
report’ accompanying the 1954 Code: 


conference 


“It is the belief of the managers on the 
part of the House that at the present time, 
the possibility of tax avoidance in this area 
is not sufficiently serious to require a spe 
is believed that 
appropriately be dis 


cial statutory provision. It 
this 
posed of by judicial decision or by regula 
within the framework of the 
the bill.” 

In view of the past determinations in this 


this 
article to evaluate the justification for the 


possibility can 
tions other 
provisions of 


area, it is the principal objective of 


above complacency. 


Confronted with the continuance of ex 


tremely high surtax rates and unprecedented 
the economically for 


business ¢ x pansion, 


tunate have supplemented golf and polo 
with a new pastime—the conversion of 
ordinary income into capital gains, ‘The 

1Conf. Rept. on the 1954 Code (H. R. 8300, 
83d Cong., 2d Sess.), H. Rept. 2543, 83d Cong., 
2d Sess. (1954). 


See Rabkin, ‘*The Close Corporation Through 
the Looking Glass,’’ Proceedings of New York 
University Eighth Annual Institute on Federal 
Taxation (1950), p. 664, to the effect that special 
rules are necessary because closely held entities 
lend themselves to shareholder manipulations 

‘ Survaunt v. Commissioner, 47-2 ustc { 9344, 
162 F. (2d) 753 (CA-8), aff’'g CCH Dec. 14,726, 
5 TC 665 (1945). 


Reorganization 


application of accelerates 


activity. 


heat molecular 
Correlatively, burdens of taxation 
give vent to ingenious schemes to mitigate 
the price of civilization 

When practical, one such contrivance has 
provided for stockholders of successful, closely 
held* corporations to completely liquidate 
their corporation and promptly 
rate the business assets. 


reincorpo 
Retained corporate 
thereby received by 

as capital 
may 


earnings are the share- 
addition, the 
some of the 


(1) a reshuffling of 


holders gain. In 
ofter all or 


following advantages: 


device also 


the capital structure; * 
porate domicile to 


(2) a shifting of cor- 
a more favorable juris 
diction; * (3) an avoidance of the surtax on 
improperly accumulated earnings; ° (4) an 
acquisition of a higher invested capital basis 
for excess profits tax;*® (5) a stepped-up 
depreciation basis;' (6) an acquisition of a 
net operating loss carry-back,"* etc. 

The 


ration” 


“liquidation and 
format lies in the complex and con- 
troversial no man’s land between dividend 
distributions treated as ordinary income and 


basic reincorpo- 


liquidations taxable as capital gains. Under 


the circumstances the Commissioner insists 
that the “liquidation” 


dividend-like 


stance, he has 


is only a masquerade 
distribution. In sub 
that the purported 
liquidation constitutes the prelude to a series 


ior a 


alleged 


‘Charles R. Mathis, Jr., 
TC 1123 (1953). 

' Braicks v. Henricksen, 43-2 ust 
F, (2d) 632 (CCA-9), aff'g 42-1 usr 
F. Supp. 254 (DC Wash.) 

jard-Parker Company, Inc., 218 F. (2d) 52 
(CA-2, 1954), aff’'g CCH Dec. 19,226, 18 TC 1255 
(1952) 

' Austin Transit, Inc 
TC 849 (1953) 

* Pebble Springs Distilling 
Dec. 20,640, 23 TC 196 (1954) 


CCH Dec. 19,533, 19 


{ 9582, 137 
1 9322, 43 


CCH Dec. 19,819, 20 


‘s 


Company, CCH 
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of integrated steps,’ the 
reorganization under the 
tion 368(a)(1)(D).” 


net effect being a 
forerunner of Sec- 


In efforts to resolve 
common law” 


the conflict the “tax 
monsters generated by Greg 


wy uv. Helvering”™ have been invoked by the 
litigants and the judges to explain their 
respective positions These judicially in 


hibiting safeguards have been named, among 


other things, substance versus form,” cot 
porate business purpose,” net effect or 
equivalency,” continuation of enterprise’ 
and the smell test.” 

The oft told, celebrated tale of Gregory 
spawned this common law; as such it bears 
retelling Mrs, Gregory was the sole stock 
holder of United Mortgage Corporation, 
which in turn held among its assets 1,000 
shares of Monitor Securities Corporation 


Desirous of personally 


selling the Monitor 


shares 


to obviate the incurrence of ordi 
nary income, via the dividend route, she 
caused Averill Corporation to be organized 
The Monitor securities were then trans 


ferred to Averill in exchange for the issu 
ance by Averill of all its stock to the taxpayer 
Three days later 
the Monitor 


(;regory 


Averill was dissolved and 
share 5 Mrs 


During its six-day 


were received by 


in liquidation 


Averill 


existence, transacted 


no other a 
tivity save the conveyance of the Monitor 
hares to the taxpayer. 

[The Board of Tax Appeals” held that 


a statutory reorganization had been consum 


‘Since the tax consequences of the sum of the 
parts does not always equal those of the whole, 
the ‘‘step transaction’’ concept 
volves resolving when several transactions are 
to be considered components of an integrated 
arrangement. See Paul and Zimet, ‘‘Step Trans- 
actions,’ Selected Studies in Federal Taxation 


basically in 


(2d Series, 1938), p. 200; Gutkin, “Step Trans 
actions,'’ Proceedings of New York University 
Ninth Annual Institute on Federal Taxation 


(1951), p. 1219; Muntz and Plumb, “Step Trans- 
actions in Corporate Reorganizations,’' Proceed 
ings of New York University Twelfth Annual 
Institute on Federal Taxation (1954), p. 247 

” 1954 Code Sec. 368 (a)(1)(D) states that 
term reorganization’ means ‘‘a transfer by a 
corporation of all or a part of its to 
another corporation if immediately after the 
transfer the transferor, or one or more of its 
shareholders (including persons who were share 
holders immediately before the transfer), or any 
combination thereof, is in control of the corpo 
ration to which the assets are transferred; but 
only if, in pursuance of the plan, stock or 
securities of the corporation to which the assets 


the 


assets 


are transferred are distributed in a transaction 
which qualifies under section 354, 355, or 
356. , 

" 35-1 ustc § 9043, 293 U. S. 465 


" Rice, ‘Judicial 
Tax Avoidance,’’ 51 
(1953) 
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rechniques in 
Michigan 


Combatting 
Law Review 1021 


November, 


mated, premised on Mrs 
compliance with the 
off *) statute. The circuit court 
reversed the judgment below 


es , » | 
Gregory’s literal 


then-existing (spin- 
o! appeals ” 


because the 


purported reorganization was not “under 
taken for reasons germane to the conduct 
of the venture on hand.” Judge Hand bril 
liantly and metaphorically expressed thi 
explanation of or rationalization” for his 
interstitial legislation: 

“It is quite true, as the Board has very 
well said, that as the articulation of a stat 
ute increases, the room for interpretation 


must contract; but the meaning of 
may be than that of the separate 
words, as a melody is more than the 


a sentence 
more 
notes, 
and no degree of particularity can ever obvi 
recourse to the setting in which all 
appear, and which all collectively create.” “ 


ate 


The Supreme Court affirmed Judge Hand's 


rationale, viewing the entire undertaking as 


“an elaborate and devious of « 


iorn Onve 


ance masquerading as a corporate reorgan 


ization.” Averill was a conduit, serving only 
to disguise and conceal the true character of 
the transaction. The Court dealt only 


therefore, it 


with 


realties; ~ indisposed to 


Was 


construe Mrs. Gregory’s elegant mechanism 


as a true reorganization 


The Gregory decision illustrates judicial 


probing beneath superficialities to arrive at 


the substance and spirit transaction 


The scrutinization is undergone in order to 


preclude taxpayers’ schemes from superseding 


ol a 


Michaelson, Business Purpose’ and Tax 


Free Reorganizations,"’ 61 Yale Law Journal 
14 (1952); Baar, ‘‘Corporate Reorganizations 

27 TAXES 697 (August, 1949); Spear, *‘Corporat« 
Business Purpose in Reorganizations,”’ 3 Taz 


Law Revieu 
in} 


225 (1947) 

Tarleau, ‘‘Recapitalizations 
of New York University Eleventh 
tule Federal Taxation (1953), p. 37 

% McCaffrey, 3usiness 
ness Continuation’?’’ 30 TAXEs 187 (1952) 

“ Gutkin and Beck, Stock Redemptions a 
Taxable Events Under Section 115(g): The Im 
pressionistic Text,’’ 1945 Journal of Accountancy 
250 


Proceedings 
Annual Insti 


27 


on 


Purpose or ‘Busi 


CCH Dec, 7841, 27 BTA 223 (1932) 
* A spin-off involves a transfer by a corpora 
tion of a part of its assets to a new corporation 


followed by a pro-rata distribution of the new 
corporation's stock to the transferor’s stock 
holders, without a surrender on their part of 
any stock. 

” 69 F. (2d) 809 (CCA-2, 1934) 

” See Eisenstein, ‘‘Lingering Legends of Ju 
dicial Legislation,’’ Proceedings of New York 
University Ninth Annual Institute on Federal 
Taxation (1951), p. 1143 

' Cited at footnote 19, at p. 810 


Tea 
(1935). 
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Minnesota 
{ 9015, 296 U. S. 378 


See Helvering v. 
36-1 ust 


1955 @ 


Company, 








“It is quite true . . . that as the 


articulation of a statute increases, 
the room for interpretation must 
contract; but the meaning of a 
sentence may be more than that of the 
separate words, as a melody is more 
than the notes, and no degree 

of particularity can ever obviate 
recourse to the setting in which 

all appear, and which all 

collectively create.'’—Learned Hand, 
in Helvering v. Gregory, 69 F. (2d) 
809 (1934). 


Congressional intent. This intention frequently 
defies perfect articulation by mechanical 
draftsmanship; expediency dictates, there- 
fore, that the scope of the statute be de 
lineated by the judiciary.” 

Having traced the opening of Pandora’s 
box, recourse should be made to Survaunt 
v. Commissioner," the leading case in the 
immediate “dissolution and _ reincorporation” 
field. The taxpayer and one Hartwell equally 
owned all the shares of National Typeset- 
ting Company; these shares constituted thei 
sole assets. Under constant pressure from 
the obligees of their individual past-due 
promissory notes, aggregating $30,000, they 
conferred with an attorney in order to have 
the company substituted as obligor via a 
novation. Missouri law prohibited this ar 


rangement. 


In lieu thereof the following plan was 
formulated and executed: National Type- 
setting Company was liquidated and the 
were distributed to the 
On the following day 


net assets 
holders, 


same assets were transferred to a new cor 


share- 
these very 


poration in exchange for all its stock and 
a note in the amount of $30,000. The obliga 
*% See Justice Frankfurter in Bazley v. Com- 
missioner and Adams v. Commissioner, 47-1 ustc 
4 9288, 3231 U. S. 737: ‘‘The governing legal rule 
can hardly be stated more narrowly. To at- 
tempt to do so would only challenge astuteness 
in evading it."’ Also see program and committee 
report of the Section of Taxation, American 
Bar Association (September 4-8, 1949), p. 37. 

* Cited at footnote 3 

*% Cited at footnote 10. 


% Dobson wv. Commissioner, 320 VU. S. 489 
(1943), later rejected by Pub. L. 773, 80th 
Cong., 2d Sess. (1948). 

7 See Helvering v. Alabama Asphaltic Lime- 
stone Company, 42-1 ustc { 9245, 315 U. S. 179, 
185 


Reorganization 


tion was then 


indorsed over to the atore 
mentioned personal creditors. The new 
corporate entity perpetuated, without in- 
terruption, the identical business of its 
predecessor. 

In connection with the liquidation, the 
shareholders claimed a deductible loss. The 
Commissioner refused recognition thereto, 
because the entire transaction was purport 
edly within the purview of the reorganiza 
tion section of the Code™ The Eighth 
Circuit sustained the Tax Court's deficiency 
finding because the liquidation was but 
one of several interrelated steps. The court 
held that the practical result of the things 
done was a “D” type reorganization of a 
going concern. 

The transfer of the assets had not been 
directly made by the old to the new corpo 
ration, thereby rendering literal compliance 
with the statute impossible. Nevertheless, 
the court disregarded this intervening trans 
itory phase which added substantially noth 
ing to the completed affair.” The mere 
interjection of an ephemeral conduit did 
not preclude a reorganization holding. 

Manifestly, the only ends served were the 
stockholders. Apparently the absence of a 
motive to benefit the corporation was an 
ancillary consideration.” The Gregory doc 
trine was interpreted to mean that the motive 
behind the transaction is not determinative; 
the controlling factor is what a microscopic 
examination of the maze reveals to have 
really been accomplished.” A bona-fide con 
tinuation of business as distinguished from 
the evanescent creation in Gregory explains 
the differing results. 
acterized the 


Once having char 
intermediary 
step, the decision was naturally forthcoming, 
in that the continuation of a legitimate busi 
ness was the originally contemplated result 
It also should be realized that the reorgani- 
zation provisions were enacted to prevent 
the recognition of losses as well as profits 
when there is a recasting of the same in 
terests in a different form.” 


dissolution an 


* See Louis Wellhouse, Jr., CCH Dec. 13,756, 
3 TC 363 (1944), a similar case, where the share- 
holders exchanged preferred for common stock 
to pay off their personal obligations with the 
preferred. The Tax Court held that there was 
no corporate business purpose and hence no 
reorganization. 

7 See reference of Justice Hand to Gregory 
in Chisholm v. Commissioner, 35-2 ustc { 9493, 
79 F. (2d) 14 (CCA-2): ‘“‘Had they really meant 
to conduct a business by means of the two 
reorganized companies, they would have escaped 


whatever other aim they might have had, 
whether to avoid taxes, or to regenerate the 
world."’ 

“See Commissioner v. Gilmore, 42-2 ustc 
{ 9648, 130 F. (2d) 791 (CCA-3) 
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The above conception of Gregory has been 
tabbed the continuation, or permanence, test. The development of the tax 
According to this doctrine” the sine qua reorganization common law discloses 
non of a tax-free reorganization is perpetua- that the courts adhere to the literal 
tion of business conduct in the transferee interpretation of the statute when 


entity. When a corporation “comes into ex- ; , : 
—e ee ' doing so undermines the underlying 
istence with purpose, function and reason 


for permanent existence”’” and not pos- Congressional purposes, the 

sessed only of nondurable and evanescent author states. 

characteristics, a reorganization occurs. With 

the realization that dogmatic reliance on it appears that the court in Survaunt permit- 
any formula is an unsavory practice,” it is ted the Bureau to opportunistically discard 
submitted that this continuation concept af- the test when to do so would augment the 
fords the most feasible guide with which to revenues. 

examine reorganization patterns, save re- 


Examination of a sufficient volume of 
capitalizations. 


cases discloses a crystallized pattern in the 
Recapitalizations definitively assume a Court's application of corporate business 
continuation of corporate operations.“ The purpose. A decided correlation exists, de- 


Supreme Court opinions™ adjudicating re- pendent on the variations in the individual 
capitalization-reorganization cases have em- factual pattern. The Gregory frame“ entails 
phasized the equivalency, or net effect, test. the spinning off of corporate nonbusiness 


Despite benefits accruing to the corporation assets, usually enhanced in value, followed 
incidental to “the reshuffling of the capital by a dissolution of the spun-off entity. To 
structure,” ™ if the transaction produces “for avoid such an overt contamination of the 
all practical purposes, the same result as a Statutory intendment, the courts invoked cor- 
distribution of cash earnings of equivalent porate business purpose in order to deny 


value, cannot obtain tax immunity because tax-deferred status to transactions obviously 
cast in the form of a recapitalization- not intended to be the statutory benefi 
reorganization,” ™ ciaries. 

The “corporate business purpose” test™ However, this prophylactic standard has 


> no efficacy i te sche 9 
ri mphasizes that a reorganization must, of : c . a7 _ we anit be ‘ 1 =e involvin 
° . ¢ y rs oT > - > 
necessity, be promoted with the intention to a“ a aad ws OF naan fe of a? ag a 
substantially benefit the corporation qua “"@er the forerunner of Section 21, thereny 


corporation, separate and apart from inci leaving the parent corporation with the 
dental shareholders’ benefits. The doctrine surplus liquid assets Phe transferor cor- 
was avoided in Bazley and Adams and un poration is then liquidated, the shareholders 
as ; Fi é y S < Sar ‘ iin ¢ . - 
ceremoniously discarded in the Survaunt obtaining its assets. This effects, for all 
a practical purposes, the same result as a 


direct distribution of the liquid assets, the 
significant difference being the tax conse 
quences. This latter situation has dictated a 
reversal of the Commissioner’s tactics, com 
pelling that he now carry the ball for a 
tion of the corporate business purpose test, tax-free reorganization goal. Conversely, the 


Viewed against the background of Greg 
ory vintage cases ™ wherein taxpayers have 
been proponents of reorganization findings, 


only to be frustrated by the court’s applica- 











"See footnote 15, and Bittker, ‘‘Business “ Bazley v. Commissioner, cited at foot- 
Purpose in Reorganizations,’’ Proceedings of note 23 
New York University Bighth Annual Institute % See footnote 13 
on Federal Taxation (1950), p. 134 % See Holtzman, ‘‘Ten Years of the Gregory 
= Lyon, Inc. v. Commissioner, 42-1 ustc § 9418, Case,"’ 1945 Journal of Accountancy 215 
127 F.. (2d) 210, 213 (CCA-46). “” Also see Philip J. Cogan, CCH Dec. 9774, 


* For example, see Helvering v. Elkhorn Coal 36 BTA 639 (1937), aff'd per curiam, 38-2 ust 
Company, 38-1 wustrc 19238, 95 F. (2d) 732 1 9430, 97 F. (2d) 996 (CCA-2); North American 
(CCA-4); Lea v. Commissioner, 38-1 ustc { 9233, Utility Securities Corporation, CCH Dec. 9713, 
96 F. (2d) 155 (CCA-2). 36 BTA 320 (1937); Bremer v. White, 35-1 ust« 

“ See Note, 43 Illinois Law Review 512 (1948) { 9174, 10 F. Supp. 9 (DC Mass.); Bertha Bailey, 

* Bazley v. Commissioner and Adams v. Com- CCH Dec. 9998, 37 BTA 647 (1938) 


missioner, cited at footnote 23. Also see Heady “1954 Code Sec. 351 reads, in substance, as 
v. Commissioner, 47-1 ustc | 9295, 162 F. (2d) follows: No gain or loss is recognized if one or 
699 more persons transfer property to a corpora- 

*See Justice Douglas in Commissioner v. tion solely in exchange for its stock or secu- 


Southwest Consolidated Corporation, 42-1 ust rities, and immediately after the exchange such 
{ 9248, 315 U. S. 194, 202: ‘‘Recapitalization person or persons are in control of the 
contemplates a reshuffiling of a capital struc- corporation 

true within the framework of an existing 

corporation.”’ 
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taxpayer argues that he did not intend nor 
did in fact accomplish a statutory reorgani- 
zation in the absence of a corporate business 
purpose, The taxpayer 

transaction as a tax-free 


351," 


liquidation. 


The to the 
presuppositions underlying the statute and 
have attained a parallel treatment by clas- 
sifying the entire transaction an involuntary 
reorganization. In so 


characterizes the 
under 
unconnected 


exchange 


Section followed by an 


courts“ have been 


responsive 


holding, the corpo- 
rate business purpose has been relegated to 
the Service’s arsenal, to be held tempo- 


rarily in abeyance, while another concept, 


“continuation,” has been activated. The de- 
terminations are also justified in light of 
the legislative purpose to avoid the recog 


nition of losses as well as gains where re 


organizations are concerned.“ Obviously, in 
situations where the reorganization sections 
are utilized to recognition of 
involuntary from the 
taxpayer's viewpoint. Thus, in the Survaunt 
case, a was realized, but not 
nized, Conversely, if a gain had been realized, 
the rationale would compel that it not be 
recognized. 


deny losses, 


the reorganization is 


loss recog 


business 


with im 
The gravamen of the decision was the 


In the Lewis case * 
purpos¢ 
toto 
continuation oO! 
form. A 


pt sed of 


corporate 


was likewise 


dispensed 
business in a modified cor 
chemical concern had dis 
three branches The 
third line was sold to a subsidiary in return 
for all its stock. The parent’s assets were 
distributed in The 
portion of the dis 


porate 
two of its 


complete dissolution 
treated that 


tribution in excess of 


taxpayer 


his basis as capital 
gain. Contrariwise, th authorities 
argued for a valid reorganization under which 
the receipt of liquidated assets has the effect 
of the distribution of a taxable dividend 
The court, after protracted litigation,” held 
the literal terms of the reorganization stat 
ute to be satisfied The 
to further the 
tareholders ; 
to either 
classified the 


taxing 


” 


sole impetus was 
condition of the 
no consequential benefits flowed 
corporation. The First Circuit 
belief that a corporation can 


have motives and purposes apart from thos« 


economic 





4 


of its stockholders as a metaphysical indul 


gence Instead, it equated corporate purpose 


" See footnote 41 


“ William Liddon, CCH Dec. 20,559, 22 TC 
1220 (1954): Hstate of Elise Hill, CCH Dec 
16,434, 10 TC 1090 (1948); Love v. Commis 


sioner, 40-2 ustc § 9548, 113 F 
* See footnote 30 
“% Lewis v. Commissioner, 49-2 ust« 
F. (2d) 646 (CA-1), aff'g, CCH Dec 
TC 1080 (1948) 


(2d) 236 (CCA-3). 


{ 9377, 176 
16,433, 10 


Reorganization 


with shareholder 
of course, 


Such 
corporate 


purpose. 
nullified the 
purpose test 


equation, 
business 


The basic variation between the Survaunt 
and Lewis fact patterns is a chronological 
one. In Lewis the liquidation succeeded the 
creation of the new corporation, whereas 
in Survaunt the liquidation preceded it. If 
Gregory is the twin of Lewis, then Survaunt 
is Lewis’ direct descendent. The Lewis fam- 
ily genealogical chart shows the Service's 
consistent emphasis on the application of 
the business continuation whereas in 
dealing with the Gregory line, the pendulum 
is swung to corporate business purpose 


tests, 


The development of the tax reorganiza 
tion common law the courts 
unabashedly adhere to the literal interpreta 
tion of the 


discloses that 


statute when doing so under 
mines the underlying Congressional purposes 
Conversely, the courts have refrained from 
giving all reorganizations an economic equiva 
lency test. This latter test, if applied out 
would totally emasculate the 
because of the resemblance of the 
economic effects of reorganizations to tax 
able taxable dividends, ‘The 
judiciary has striven to steer a middle course 
between the extremes, shifting the tests 
emphasized, dependent on the circumstances 


ot context, 
statute 


exchanges or 


surrounding the transaction. Unfortunately 
the complexities incident to tax administra 


tion defy 


the use of one scientific standard 


to evaluate all cases. Perhaps, in the end, 
made to the old platitude 
must be decided on its own 
facts, with major consideration being given 
to the 


tive 


resort must be 


that each case 


taxpayer's objective and the legisla 
intention. 

Subtle exceptions to the policy 
by the 
nized 


enunciated 
Lewis-Survaunt view have been recog 


when the new corporate entity is 


organized solely in furtherance of orderly 


liquidation as distinguished from the 


con 


duct of business 


operations In Standard 


Realization,” a corporation engaged in the 
rice business distributed cash and undivided 
mill 
preciated in value, 
liquidation. ‘The 
diately exchanged by the 


stock of the 


interests in 


properties which 


had ap 
as a dividend in complete 


fixed assets were imme 


hareholders for 


taxpayer. Standard Realization 
“1939 Code Secs. 112(c)(1), 
" Estate of Lewis, 47-1 usr 

839, rem'g CCH Dec 
*CCH Dee 

1948-2 CB 3 


112(¢)(2) 
{ 9215, 160 F. (2d) 
15,029, 6 TC 455 (1946) 


16,361, 10 TC 708 (1948), acq., 
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was organized to perform no function other 
than the disposal of the mills. When the 
mills eventually sold, its charter was 
The corporation served as 
an instrumentality to aid the execution of 
the plan of liquidation 


were 


canceled new 


The Commissioner unsuccessfully claimed 
that the plus the 
shareholders’ conveyance to the new corpo 
ration 


corporate distribution 
together 
tion.” The Tax 
the absence of 


constituted a 
Court 


reorganiza- 
deemed significant 
purpose to 


business 


a preconce rted 


have petitioner conduct a 


There lore, the 


enter 
was not 
a transitory step and the court 
integrate 


prise liquidation 
regarded as 


refused to denominate the 


reorganizational 


and 
petitioner a 


the liquidated entity 


Under unusual circumstances, the 
lax Court, in the Morley case," found a re 
organization, despite the continuation of the 


The 


petitioners had been equal shareholders in a 


successor to 
” 


rather 


liquidation process over a 12-year span 


timber corporation, which corporation, upon 
the depletion of its re resolved in 
yield its 
save 16,000 unmarketable acres 
land, were distributed to 
petitioners with normal tax liquidation con 


sequences 


ources, 
1926 to discontinue and 
All assets, 


ot swamp 


franchise 


then 


In 1938 oil wa 


and a 


discovered on the realty 


new corporation 


was organized to 
engage in the oil business 


holders 


The old share 
received proportionate interests 
held this method 
adopted by the shareholders, to 


statutory reorganization;” 


therein The court new 
of disposal, 


be a therefore, 
the receipt of the new stock was not taxable 
As are 


lar, it 


ult of the opinions discussed thus 
that 
a liquidated corporation are re 
ncorporated with a 


courts 


would appear when all or some 


assets of 


view tv conducting 


business, the have 


treated the pro 


cedure as a reorganization. On the 


con- 


rary 


newly created 


organization has 


“The holding suggested an expedient to de- 
feat the Court Holding Company doctrine prior 
to the enactment of Sec. 337 of the 1954 Code 

”" To the same effect see George Graham, CCH 
Dec. 9994. 37 BTA 623 (1938), criticized in 
Mertens, Law of Federal Taxation (1942), Vol 
3, p. 206, because unlike Averill, in Gregory, 
the new corporation involved herein had a bona- 
fide corporate purpose (to sell the properties) 
In the Lewis case (see footnote 45), this issue 
was averted because the new corporation trans- 
acted business in the interval preceding the dis- 
position of its assets 

' Morley Cypress Trust, Schedule “‘B’’, 


CCH 
Dec. 13,689, 3 ‘TC 84 (1944) 
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vhen the only purpose served by the 
been the 


November, 1955 ®@ 


The author believes that the House 
committee wore rose-tinted glasses, 
which made impenetrable the darker 
implications, when it concluded that 
the “liquidation and reincorporation" 
problem could be solved by 
expedients other than legislation. 


promotion of the liquidation, each of the steps 
has been accorded an individualistic tax 
treatment. 

In 1953, the Sixth C 


cision ™ 


rcuit rendered a de 
antithetical to the Lewis-Survaunt 
view. With the advent of increased taxation 
in 1943, Arcade Company pursued a tax 
minimization program, devised by its attor 
ney and accountant Accordingly, Arcade 
dissolved and all corporate assets were vested 
in the “liquidating” trustees. Under the 
directions of the shareholders (the beneficial 
interests), the business 


assets were con 


temporaneously conveyed to a new cor 
poration in 


bonds 


exchang tor its 
No deviation 
cution oft 


and 
occurred in the exe 
Non- 
compliance with the reorganization statute’s 
terms of 


stock 
the prescribed procedure 


precise 
prominently in the 


figured 
holding of the court 
that a true liquidation effected 
The prior to the 
creation of the precluded a 
literal 


specification ™ 
had been 
Arcade 
new 
compliance.” 


dissolution of 
entity 
Great significance attributed to the 
of legal covenants compelling the 
successor corporation and the 
to execute the plan. In the 
contractual 


was 
absence 
shareholders 
absence of a 
obligation the 
the shareholders 
rights to insist 
proportionate 
old corporation 
effectively 


court felt that 
possessed unencumbered 
upon the receipt of 
shares in the 
Such an exercise « 
nullify a collective 
in the new 


their 
assets of the 
ould 
participation 
organization.” By virtue of 

“The litigants reversed their normal posi- 
tions; the Commissioner asserted that the steps 
be considered separately and a taxable gain be 
recognized by the shareholders on receipt of the 
new stock 

’U. 8. v. Arcade, 53-1 ustc { 9298, 203 F 
230, aff'g 51-1 ustc { 9324, 97 F. Supp. 942 
*" The approach is reminiscent of that 
by the Board of 
at footnote 17 

” See footnote 10 

“The court did not discuss that it is not 
necessary for at ieast 80 per cent of the trans- 
feror’s stockholders to continue their interest 
in the transferee corporation See Holland, 
Continuity of Interest in Nontaxable Reorgani- 
zations,’’ 28 TAXES 434 (1950) 


(2d) 


used 
Tax Appeals in Gregory, cited 
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this right of abstinence, the court demar- 
cated the liquidation from the subsequent 
reincorporation. 


It is submitted that the court’s argument 
lacks tax sophistication, essentially exalting 
artifice over substance. 


The chronology of 
liquidation whether prior or subsequent to 


the new corporation’s organization is not a 
sufficient variation 
in results. 


to justify a difference 
Vulnerability from attack should 
not be secured by so nominal and tenuous a 
distinction. 


Certainly economic gratification “is not 
so negligible a good” to permit the share 
holders benefiting therefrom to freely dis 
associate themselves from the plan. 
of its moral 


sereft 
contractual obliga- 
tion essentially obtains conformance through 
economic would, therefore, 
seem that the self-serving economic 


aspects, a 


sanctions.” It 
motiva- 
tion involved in the Arcade situation serves 
as a nexus and just as effectively commits 
the shareholders as a contract would under 
the precise circumstances. ‘Taxation being 
a practical subject, it is submitted that the 
court’s conclusion is unwarranted 
merous Supreme 


The nu- 
Court canons™ to the 
effect that literal interpretation is tested in 
the context of the legislative enactment 
chameleons which reflect 


environment” ” 


“words are 
the color of 


because 
thei 
Also 
permitting 
showing the 


were not 

hold- 
clearly 
preconceived 
plan, to establish a reorganization in the ab 


disc ussed 


ings ™ 


gnored were those 


other evidence, 
existence ot a 
sence of a formal plan.“ A premium should 
not be placed on concealment of documenta 
The disposed of what 
would seem to be a conflict, by ignoring the 
Lewis-Survaunt line of thought. It is to be 
that the Supreme Court denied 
the government’s plea for a writ of certiorari.‘ 


tion court easily 


regretted 


* Justice Cardozo, in Allegheny College 1% 
National Chautauqua Bank, 246 N. Y. 367, 376 
(1927) 

’ See 
p. 592 

* Higgins v. 
4173, 476 


Corbin on Contracts (1950), Vol. II 


Smith, 40-1 ustre { 9160, 308 U. S 
(1940) Helvering v. Minnesota Tea 
Company, cited at footnote 22: Helwering 1 
Vinnesota Tea Company, 38-1 ustc { 9050, 302 
U. S. 609 (1937): Commissioner v. Court Hold 
ing Company, 45-1 ustc § 9215, 324 U. S. 331; 
also see Commissioner v. Sansome, 3 ustc { 978, 
60 F. (2d) 931 (CCA-2, 1932) 

” Justice Hand, in Commissioner v 
Carbide Corporation, 48-1 ustc { 9229, 
(2d) 304 (CCA-2) 

* William Liddon, cited at footnote 43; C. T 
Investment Company v. U. 8., 37-1 ustre § 9151 
88 F. (2d) 582 (CCA-8): Pebble Springs Com 
pany, cited at footnote 8; Wilgard Realty Com- 
pany, CCH Dec. 11,645, 43 BTA 557 (1941) 
aff'd, 42-1 ustc § 9452, 127 F. (2d) 514 (CCA-2) 
cert. den., 317 U. S. 655 (1942) 


National 
167 F 


Reorganization 


The Arcade decision is not a singular and 
isolated holding, the discounting of which 
permits an unequivocal expression of the 
fundamental proposition of law. The Braicks 
case“ doubtlessly adds the prestige of the 
Ninth Circuit to the vigor of the Sixth’s® 
extremely technical decision in Arcade. In 
Braicks, the shareholders pursued the exact 
pattern subsequently employed in Arcade, 
for the sole purpose of reducing the corpo 
ration’s tax burden. The court cavalierly 
dismissed the applicability of the Gregory 
doctrine because the stockholders willingly 
recognized the “liquidation’s” tax consequences 


With this perspective of disparate deci 
sions, the Mathis case™ is of particular inte 
est. For the purpose ot avoiding 
excessive Alabama taxes, the principal share 
holder liquidated his corporation Nine 
months later he conveyed these assets plus 


sole 


formed 
control of the 
taxpayer marshaled a 
the evidence” 
nonexistence ot 


others to a newly 
taining 


corporation, r¢ 

latter The 
preponderance ol 
to satisfactorily establish the 
an amalgamated plan at the 
inception of the transaction, to create a new 


entity 


corporation. The dissolution and subsequent 


formation were separate and independent 


transactions, not a unitary 


series of integ 


rated is analogous to 
those in Arcade and Braicks, but here the 
court found no prearranged plan, formal or 


otherwise, 


steps. The holding 


whereas an informal plan ad 
mittedly guided the taxpayers in the afore 
said appellate cases. In the final analysis 
the holding stands on its own peculiar facts.” 


The 


pany, 


Tax Court, in Austin Transit Com 


significantly pointed out one travel 
route insulated from the frustrations of the 


sympathetic 


I CWS 


judicial gloss epitomized in the 


Survaunt rationale. ‘Two brothers dis 


* The court demanded that the 
of Regs. 118, Sec. 39.112(g)-6, be met 
the adoption [of the plan] must be shown by 
the acts of its duly constituted responsible 
officers, and appear upon the official records 
of the corporation.”’ 

*8 346 U. S. 828 (1953) 

* Henricksen v. Braicks, cited at footnote 5 

"The Sixth Circuit also decided in 1953 
Commissioner v. Chamberlin, 53-2 ustc {§ 9576, 
207 F. (2d) 462, cert. den., 347 U. S. 918 (1954) 

“ Charles R. Mathis, Jr., cited at footnote 4 

“ The taxpayer's positive response to the 
tax return question ‘‘Was the corporation in any 
way an outgrowth, continuation or reorganiza 
tion of a business or businesses in existence?’ 
was not controlling 

“Compare with the decision in the 
Cypress case, cited at footnote 51. 

” See footnote 7 


prerequisites 


Morley 





The Supreme Court of the United 
States has seemingly relegated the 
solution of tax disputes in the 
circuit courts to the legislature. 


solved the Austin Transit Company after 
purchasing all its shares, and thereupon 
created three new corporations with the liqui 
dated assets, receiving in return 69 per cent 
of the stock of each of the transferee corpo 
rations. Other persons received the remain 
ing 31 per cent interests. The court summarily 
disposed of the Bureau’s traditional invocation 
of the “D” ™ reorganization, since ownership 
of less than 80 per cent of the 


rations’ outstanding stock 


new corpo 
was insufhcient to 
qualify under the statutory control require- 
ments beneath the 


involuntary “D” reor 


Thus, by a reduction 
control requirements, an 
ganization may be avoided, despite the ex- 


istence of an integrated plan of liquidation 


and reincorporation.” 


Recently two german decisions have ema 
nated from the Second Circuit which incisively 
define its position in the “liquidation and rein 
Bex her Vv 
Aire Corporation converted 
to the manufacture of canvas products at 
the inception of World War II. Unfavor- 
able conditions eliminated future 
prospects in that particular field of en 


However, the president and major 


area In Commis 


Sponge 


” 
corporation 


sioner, 


postwar 


deavor. 
shareholder envisaged prospects in the fur- 
niture field; the following plan 
was both embodied in the directors’ minutes 


theretore, 
and carried out: Certain assets (including 
a substantial sum of cash) were transferred 
to Chandler Company in return for a pro- 
rata distribution of its stocks to the trans 
feror’s Aire 
The major 
divergence from the Lewis case was Chand 


shareholders. Sponge was 


contemporaneously dissolved. 
ler’s pursuance of a business, entirely unre 
lated to the one conducted by its predecessor 
In essence, Chandler had not succeeded to 
a going business, but only to assets. 


held in 


decision, 


The court with the 


the 


conformance 


Lewis stating that neither 


” The Bureau's argument was based solely on 
a ‘‘D’’-type reorganization 

‘Consideration should be given to the im- 
pact of new Code Secs. 351 and 355(a)(2)(A) 
on future Austin Transit-type cases when the 
disproportion in the amount of stock or secu- 
rities received results from either a gift or 
compensation 

" 55-1 ust 


CCH Dee 
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§ 9335, 221 F. (2d) 252 (CA-2), aff'g 
20,466, 22 TC 932 (1954) 
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statute nor the 
tated that the reorganized 
identical with or even 
viously conducted business.” 
minative and touchstone 
intention to indefinitely 
rate business 


Gregory doctrine necessi- 
business be 
resemble the 


The 


pre- 
dete! 
factor was the 
conduct a corpo 

It is not within the purview of this article 
to discuss those judicial interpretations, of 
which the immediate determination is one, 
which characterize all liquidations incident 
to reorganizations as taxable under old Sec 
tion 112(c)(2)™ (now Section 356(b)(2)). 


In the Bard-Parker case” Judge Frank’s 
opinion held that a Survaunt pattern reor- 
ganization occurred when liquidating dire« 
tors of an old corporation, pursuant to the 
resolution of the 
old exchange for 
the equity in a newly created entity. The 
passage of title to the directors was disre- 
garded as a transitory instrumentality, bar- 
ren of The 


shareholders, transferred 


corporation’s assets in 


substance court significantly 
said 


“ 


this not be 
treated as two transfers, one from the old 


transaction may 
company to its directors and a second from 


those directors to the new company 
but 
steps used to complete what in 
constituted a single 
States v. Arcade 


the contrary, we 


since 


those two transfers 


were procedural 
substance 
United 
said to hold to 


follow it.” 


transfer lf 
can be 
refuse to 


that the 
wore tinted glasses, 
which made impenetrable the darker impli- 
cations, when it concluded that the “liqui- 
dation and reincorporation” 


In summation it can be said 


House committee rose 


problem could 
be solved by expedients other than legis 
lation. A lack of judicial harmony prevails 
in the and the 1954 Code fails t 
mitigate the resulting unfortunate situation 
Whereas some courts have correctly 


area 


com 
prehended the “policy imminent” underly 
ing the statute, other appellate courts have 
seemingly the withdrawal of 
corporate earnings at capital gain rates by 
means of the “liquidation and reincorpo 
ration” device.” In addition, the draftsmen 
of the 1954 Code inadvertently have failed 
to provide the 


sanctioned 


mechanics in the recast 


% See Pebble Springs Company, cited at foot- 
note 8, and Morley Cypress, cited at footnote 51 

™See Wittenstein, ‘‘Boot Distribution and 
Section 112(c)(2) A Re-examination,’’ 8 Taz 
Law Review 63 (1952) 

% 55-1 ustc § 9109, 218 F. (2d) 52 (CA-2), 
CCH Dec. 19,226, 18 TC 1255 (1952), cert 
349 U. S. 906 (1955). 

™See H. Rept. 
(1954) 


aff'g 
den., 
1337, 83d 


Cong., 2d Sess. 
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divisive reorganization statute to qualify a 
° ° 7 
Lewis type situation as a reorganization. 
Great 
Court 


expectations that the Supreme 
will resolve this vexatious issue are 
certainly foreordained to be frustrated in 
view of the contemporary Court’s policy 
not to merely serve as another 
court. 


appellate 
According to the former Solicitor 
General, “Even a conflict between the cir- 
cuits is no infallible assurance of favorable 
action on a petition.” * 

A prerequisite to the validity of Justice 
Hughes's that “a 


finally what the 


federal 
[Supreme] Court 
is the willingness of the 


assertion statute 


means 


says it means” * 


Court to consider the contested 


statute 


For better or worse, the present Court’s 
conception of its own function has resulted 
in self-imposed restraints on its articulation 
regarding matters of taxation.” Today our 
highest court has seemingly relegated the 
solution of tax disputes in the circuit courts 
to the legislature. 

This passivity in the 
Supreme Court should be supplemented by 
an activation of the legislative function in 
order to arrive at the promised land of tax 
certainty. The recently enunciated Bard 
Parker and Becher decisions in the Second 


development of 


Circuit should serve as the necessary clarion 
call and prototypes for Congressional clari 
fication of the existing maelstrom. 


[The End] 


READING, ‘RITING AND REVENUE 


When the President’s White House 


Conference on Education begins in 
Washington on November 
the problems to be discussed by the 
2,000 delegates is that of finance. Ac 
cording to Herold ¢ Hunt, Under 
Health, Education, and 


“It is the most complex of 


28, among 


secretary otf 
Welfare, 
all.” 


“Historically, the local property tax 


has bee Ih 


the chiet 
Chis 


declining 


source of revenue 


for schools source, however, 


has been Twenty years 
ago, approximately 70 percent of all 
school revenues was derived from lo 
cal taxes, but last year they accounted 
56 percent ot the total rev 
for public elementary 
ondary 


for only 
enue and sec 


schools,” he stated. 


“The proportion of school revenues 
from State sources, however, has been 
increasing. Nevertheless, the propor 


tion of school funds 


coming from 


State sources varies widely 
“In one 


state 


State, the 


sources comprises about 85 pet 


revenue irom 


* For failure to qualify both under the active 
business requirements of Secs. 355 and 356 and 
under Sec. 354(b), unless the transfer of the 
operating assets constitutes substantially all of 
the properties, no reorganization will result 
under the literal provisions of the 1954 Code. 
See Surrey and Warren, Federal Income Tazxa- 
tion (1954 Ed.), p. 1334; Cohen, Silverman, Jr., 
Surrey, Tarleau and Warren, ‘‘The Internal 
Revenue Code of 1954: Corporate Distributions, 
Organizations, and Reorganizations,"’ 68 Har- 
vard Law Review 393 (1955); Friedman, ‘‘Divi- 
sive Corporate Reorganizations Under the 1954 
Code 10 Tax Law Review 487 (1955). 


Reorganization 


cent of the total school funds, and, in 
another, the revenue from _ Stat« 
sources is only about 6 percent,” Mr 
Hunt reported. “In some States, the 
State 
not recognize the 


calculation of assistance does 
that 
tricts are much more able to support 


schools 


fact some dis 
Failure to 
local 
ability often produces wide differences 
in the classroom or per 
pupil available to the 
district. 


“With to the 48 varying 


State systems for financing the public 
elementary and secondary schools, the 


from local taxes. 


consider these variations in 


amount per 


local school 


reterence 


White House Conference participants 


can state many problems and issues, 
and they will no doubt many 
questions. School finance will be one of 
the major subjects at the Conference 


raise 


“We citizens pay the freight for our 
schools—and choose the 


and the 


roads the 


schools travel rate at 


which 
progress Let us not fail our 
children.’ 


they 


* See Sobeloff, 
General's Office,"’ 
Journal 229 (1955) 

* Hughes, The Supreme Court of the United 
States (1928), p. 230. 

” See work cited 


The Work of the Soljcitor 
41 American Bar Association 


at footnote 78, at 
‘Tax litigation, so prolific a decade ago, ap- 
pears now almost dried up. One Justice told 
me that the place to seek corrections in tax law 
is Congress, even when a Court of Appeals 
seems to have misinterpreted a_ statutory 
provision.”’ 


p. 231: 





The Author Discusses Basis, Value and Cost in 


Relation to Timber Property, and 


Explains Section 631(a) and (b) in Detail 


Federal Timber Taxes Under the N 


oo SALES may amount to a major 
business or a small operation. Different 
tax rules apply in each situation and each 
rule demands scrutiny when used. 
Therefore, the provisions of the 1954 In- 
ternal Revenue Code relating to timber 
transactions are of primary importance to 
small timber owners’ as well as to all at- 
torneys who number timber owners, loggers 
or farmers among their clients. 


close 


This article is necessarily limited to fed- 
eral taxes on the raw timber itself, either 
cut or standing, and refers only to trees 


which are customarily used for lumbering 
purposes 


The sections dealing with timber are prac- 
tically the same in the 1954 Revenue Code 
as they were under the old Code. Most of 
the information in this article about the 
interpretation of the timber sections will be 
explained through the use of the 1953 United 
States Treasury Regulations.’ Since there 
been so few changes in the 1954 Code 
relating to timber, the new regulations, when 


printed, should not vary from the 1953 regu- 
lations 


have 


Im the 
timber 


too 


any 


past many owners 


thought of 


sold their 
without the federal 

Williams, The Small Timber Owner (Agri- 
cultural Handbook No. 52: United States Depart- 
ment of Agriculture, 1953), p. 1. Small timber 
owners are thought of as holding less than 
5,000 acres of timber lands. They possess three 
fourths of the private commercial forest lands 
in the United States 

* Regs. 118, dealing mainly with Secs. 39.23(m) 
and 39.117(k) 

* Steer, Stumpage Prices of Privately Owned 
Timber in the U. 8. (Technical Bulletin No. 
626, United States Department of Agriculture, 
1938), p. 158. The timberland owner has a 
choice of methods in selling his timber lots: 
(1) treat them as a mine to be completely 
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tax involved, and frequently the method of 
sale has resulted in a loss of income because 
the timber was not sold in a way to take 
advantage of savings in federal taxes.’ 

A committee from the Society of Ameri- 
can Foresters appointed to study the effect 
of forest taxation on forest practices stated: 
“(1) Many, if not most small forest-land 
owners pay more in income taxes on timber 
sold or harvested than the law requires; (2) 
overpayment detracts from the incentive to 
practice forestry; and (3) forest practices 
on small holdings would be improved if the 
owners were informed of their actual in- 
come tax obligations and opportunities.” * 

While it is true that many timber owners 
are apprehensive of their timber invest- 
ments, at the same time higher prices for 
standing timber directing more and 
more attention to the forest as a source of 
income.’ It is unfortunate that many timber 
owners do not fully utilize their timber lands 
for the production of forest products be- 
cause of a mistaken belief that the proceeds 
will be largely taxed away. It is equally 
unfortunate if the owners fail to protect, 
maintain and improve their timber property 
they do not 
penditures are treated 


are 


because understand how ex 


Today the idea of 
exhausted for the maximum returns from one 
final cutting or (2) after a thorough investiga- 
tion of the markets and values, handle his 
timber as a renewable crop, thus making the 
land continuously produce the maximum yield 
of timber products of highest quality. 

*See work cited at footnote 1, at p. Iil. 

5 See Supplement to Vol. XLI, Annals of the 
American Academy of Political and Social 
Science (1912), where nine articles give im- 
portant information about timber investments. 
Some of the titles are ‘“Timber Bond Features,’ 
‘Timber Valuation,’’ ‘‘Security of Timber 
Loans,’’ ‘‘Legality of Timber Loans”’ and ‘‘Tim- 
ber Bonds and Investments.’’ 
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Code 


By CLARK E. BOWEN 
Attorney, Miami Beach, Florida 


growing trees as a crop should be just as 
economically sensible as the 


Iruit or 


growing of 
nuts 

here is no federal tax on either standing 
or cut timber, but income from the sale of 
timber is treated the same for federal in- 
come tax purposes as is income from other 
business sources. The amount of gain which 
is recognized on the sale is taxable; and if 
the timber transaction is a long-term one, 
there is a long-term capital gain 


There are only which 


standing timber are 
The first is 
from sales of standing timber held by the 
taxpayer ior 


two situations in 


receipts trom Ssdles of 


treated income.’ 


as ordinary 
sale to customers in the ordi 
nary course of his trade or business (Code 
Section 1221).’ It applies to dealers engaged 
in both buying and selling timber or 
property, but 


the larmer of 


forest 
generally 
timber 


dose s not 


apply to 


other making 


owner’! 
an occasional sale 


In the second situation, the proceeds from 
sales of standing timber sold under a pay 
as-you-cut contract are reported as ordinary 


income if the timber has been held for less 


than six months (Code Section 631(b)). A 


* Proceeds from the sale of forest products 
and proceeds from the sale of products harvested 
from the standing trees are also reported as 
ordinary income 

*The term “capital assets’’ does not include 
property held by the taxpayer primarily for sale 
to customers in the ordinary course of his trade 
or business 

* Revenue Act of 1954 Under the old Code 
these provisions were found under subsections 
(1) and (2) of Section 117(k). T. B. Stoel, 

Timber Cutting and Timber Sales,’’ 30 Uregon 
Law Review 306 (1951), discusses the passage 
of the original act. He said that the sections 
were passed by the House and Senate and came 
before President Roosevelt in February, 1944 
The President vetoed the bill with a rather 


Timber Taxes 


pay-as-you-cut contract is one in which the 
seller is paid on a scale basis at so much per 
thousand board feet, cord or other unit as 
the timber is cut. 


There is not much difficulty in figuring 
the ordinary gain on timber sales, but com- 
plications arise when the capital gains treat- 
ment enters the picture. 

The federal income tax provisions relat- 
ing to the capital gains treatment of timber 
are found in Sections 63l(a) and 631(b).’ 


Section 63l(a) (formerly 117(k)(1)) ap- 
plies to timber owners who cut their own 
timber for sale or for use in their business 
either their own logging depart 
ments or through contract loggers. Section 
631(b) (formerly 117(k)(2)) relates to sales 
of tumber under a contract by which the owner 
retains an economic interest in the timber. 
The sections are applicable only to taxable 
years beginning after December 31, 1953.’ 

Although the word “timber” is referred 


to several times in the Code and Regula- 
tions- 


through 


such as in the phrases “separate value 
of land from timber,” “growth of timber,” 
“timber and timber products’”—the meaning 
of the word is not explicity explained. How 
ever, the context of the various provisions 
makes it that 


meant.” 


clear “standing timber” is 


The question then arises as to whether 
there are any types of trees that would be 
unable to qualify as timber. There has been 
doubt expressed as to whether fruit 
and nut trees could be included in the cate 
gory of timber trees, yet it is quite certain 
that a grove of such trees can be considered 
timber 


some 


material, as there is nothing in the 
Code or Regulations to indicate otherwise. 
Certainly the portions of these trees used 


in the making of 


furniture and houses are 


considered timber 
As to 


be en 


1954 


Christmas trees, the question has 


answered by a 
Code Section 


new provision in the 
63l(a). It that 


sarcastic message, in which he especially de- 
nounced the Section 117(k) provisions. He 
stated that he himself was in the business of 
raising and selling timber, and that he knew 
from personal experience that the relief pro 
visions for timber owners were unjustified. The 
message stung Congress into revolt, and it 
passed the act over the President's veto. Major- 
ity Leader Barkley remarked in a speech that, 
so far as he knew, the only timber grown by 
the President were the Christmas trees raised 
and sold at his Hyde Park farm. Since that 
time Section 117(k) has been known as the 
‘Christmas Tree Act."’ 

* Code Sec. 7851 

” Williams, The Lumberman,"’ Proceedings 
of the Tulane Taz Institute (1952), p. 171. 
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“evergreen trees more than six years old at 
the time of severance from the roots and 
sold for ornamental purposes” can be con- 
sidered timber, and eligible for capital gains 
treatment under the timber sections.” 


Before explaining the various parts of 
Section 631(a) and (b) in further detail, it is 
necessary to 


discuss the basis, 


value and cost in relation to timber property 


topics of 


so as to provide a background for the two 
The following information will 
to both 


subsections 


pertain 


Basis of Timber Property 


The regulations state that there must be 
an allocation of value or cost between land 
and timber. The statement reads that for 
purposes of allocation: (1) The cost of the 
timber shall not include any part of the cost 
of the land.” (2) The fair market value at 
a specified time shall not include any part 
of the land.” (3) The total value or total 
cost of land and timber shall be equitably 
allocated to the timber and land accounts, 
respectively.” 


The total investment in the timber prop- 
erty is called the tax basis. The tax basis 
for depletion depends upon the manner in 
which the property was acquired, that is 
, gift or inheritance. In the case 
purchased on or after March 1, 
basis is ordinarily the cost of the 
excluding the value of the land 


by purchase 
of timber 
1953, the 
timber,” 


and any improvements 


The basis of timber acquired as a gift, if 
received before January 1, 1921, is the fair 
value at the time of the gift.” If 
it was received after that date, the basis for 
gain is that of the last preceding owner who 


market 


" Evergreen nursery stock cannot qualify as 
timber under this section, as the roots are not 
severed from the tree. Until the 1954 Code, 
Christmas trees were not considered timber 
(Rev. Rul. 217, 1953-2 CB 12). 

" Ress. 118, Sec. 39.23(m)-20. 

” Regs. 118, Sec. 39.23(m)-25(b). 

™ Reyts. 118, Sec. 39.23(m)-27(c) 

“ Code Sec. 1012 

*” Code Sec. 1015(c). 

" Code Sec. 1015(a) 

™ Code Secs. 1014, 2032 

” Code Sec. 263(a) 

* Mim. 6030, 1946-2 CB 45; Mim. 6030 (Supp. 
1), 1948-1 CB 42, gives the taxpayer an option 
to capitalize expenses incurred during the 
development period of a grove. The option 
applies to all conditions and on all farms for 
all taxable years after July 1, 1946. Rev. Rul. 
55-152, footnote 25, states that indirect expendi- 
tures, such as interest paid on money to satisfy 
a state law requiring a deposit to guarantee 
reforestation or a service charge on a perform- 
ance bond, may be capitalized or be taken as 
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paid value for it. In figuring loss, either the 
basis of the last preceding owner who ac- 
quired the timber other than as a gift or 
the fair market value of the timber at the 


time of gift—whichever is less—is used.” 


Timber acquired by inheritance is valued 
at its fair market value at the death of the 
decedent or at an alternate date within one 
year after his death.” 


Adjustments to basis are of two kinds 
additions to the basis and deductions from 
Additions will result from the 
acquisition of additional timber” or from 
expenses that have been capitalized.” De- 
ductions from original basis will be made 
if there has been a sale of part of the timber 
or a recognized loss by casualty—fire, wind- 
storm, flood, erosion or the like ” 


the basis. 


Expenses for permanent land improvements 
have to be capitalized, that is, added to the 
cost and cannot be 
yearly expense.” Such costs include perma 


basis, deducted as a 
nent roads, fire lanes, planting and seeding, 
removing brush,” grading, ditching, and clear 
ing stumps.* 

The 


such as 


cost of depreciable improvements, 

culverts and fences, are 
recovered through annual depreciation de 
ductions.” 


bridges, 


A provision was added to the 1954 Code 
that will allow a farmer to deduct as annual 
expense certain amounts, spent for soil and 
water conservation, which formerly 
have been capitalized.” 


would 


Farmers should be able to deduct annu- 
ally a large share of preparatory and plant- 
ing expenses of a timber lot by 
them as 


labeling 


necessary for soil or water con 
servation 


a current deduction at the election of the 
taxpayer. 

1 Code Sec. 165. 

2 Code Sec. 263(a). Thompson & Folger Com- 
pany, CCH Dec. 18,598, 17 TC 722 (1951); Me- 
Bride, CCH Dec. 20,877, 23 TC » No. 113 
(1955). 

=J. H 
(1925). 

*%* Rev. Rul. 55-252, I. R. B. 1955-18, 28, states 
“Generally, direct costs incurred in connection 
with reforestation by planting are capital ex- 
penditures, recoverable through depletion as 
the timber is cut or sold. Compare Mim 
6030, CB 1946-2, 45; G. C. M. 6544, CB VIII-2, 
118 (1929). costs include 

(a) preparation of the site 

““(b) cost of seedlings; and 

‘(c) labor and tool expense, including depre- 
clation of equipment used in planting, such as 
trucks, tree planters, etc.’’ 

2° Code Sec. 167 

** Code Sec. 175 


Sanford, CCH Dec. 589, 2 BTA 181 
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The general rule for such deduction is 
that expenses paid for the purpose of soil 
and water conservation and the prevention 
of erosion can be deducted yearly if ex- 
not exceed 25 per cent of the 
gross income derived from farming during 
the same year. 
per cent can be deducted in a following tax 
year.” Such expenditures may be for treat- 
ment or moving of earth, including leveling, 
grading, 


penses do 


Expenses in excess of 25 


terracing and contour furrowing; 
construction of drainage ditches; control of 
watercourses; eradication of 


planting of windbreaks.” 


brush; and 


Although the Code itself does not specif- 
ically so state, the timber owner has an op- 
tion of deducting certain expenditures as 
annual expenses or of capitalizing them.” 
These items, defined as development expenses, 
are for upkeep of the 
water for 
pruning, 


standing timber, 
cultivating, 
protection, and labor 
not laboring expense of owner). 


irrigation, spraying, 
(but 
Such an 
” and the 
would hold for timber 
However, the Code does state that 
carrying charges and taxes can, at the elec- 
tion of the timber owner, be deducted as a 
vearly expense or be capitalized ~ 


When the fully 


through depletion, the tax basis is zero. Any 


fire 


option is possible for fruit groves 
same regulations 


groves 


cost basis is recovered 
timber sold after that is considered as hav- 
ing cost the taxpayer nothing except the 
annual expense and upkeep; thus, all of the 
gain is fully recognized and fully taxable. 
The gain still be deemed a long-term 
capital gain even though the depletion basis 
is zero. The tax basis for a stand due to 
natural reseeding of an idle lot or field is 
zero unless deadening 


of fire 


can 


there are costs of 


undesirable species or construction 


breaks and roads 


No revaluation of timber property whose 
value as of any specific date has been deter- 
mined and approved by the Internal Revenue 
Service will be allowed to the same owner, 


’ Code Sec. 175(b) 

* Code Sec. 175(c) (1) 

* See footnotes 20, 24. Expenses of cruising 
timber (investigation of number of trees, types 
of trees, estimated board feet in tract) have 
been held deductible as ordinary expense (Ala- 
bama Mineral Land Company, CCH Dec. 8146, 
28 BTA 586 (1933)). But cf. Warner Mountains 
Lumber Company, CCH Dec. 16,186, 9 TC 1171 
(1947), where money paid for cruises of timber 
not connected with any sale was not a current 
expense, but was chargeable to capital account. 

” Regs. 118, Sec. 39.23(a)-11 

" Code Sec. 266; Warner Mountains Lwmber 
Company, cited at footnote 29, gives a good 
explanation of interest payments as carrying 
charges 


Timber Taxes 


Expenses incurred in producing the 
timber crop, where the crop is later 
sold with the land, are deductible 
as annual expenses similar to 

all other annual deductible expenses. 


unless there has been misrepresentation or 
fraud or gross error as to original estimate.” 
Revaluation for one of these reasons can be 
made only with the consent of the Commis- 
sioner of Internal Revenue. The Commis- 
sioner cannot reassess the original estimate 
after it has been accepted, except for rea- 
sons stated. The court in the Boyne City 
Lumber Company case™ said that the Com- 
missioner had no authority to reassess the 
original valuation because there 
“misrepresentation, fraud, nor gross error. 

The Code 
unharvested 
taxable 


was no 
” mM 


states that in the case of an 
crop which is sold within a 
with the land and which is 
considered as property used in the trade or 
business, no deductions for expenses or for 
producing the crop are allowed. They must 
be added to the cost basis of the crop. How- 
ever, the “unharvested crop” does not mean 
a timber crop.” 


yea! 


When the new Code was first proposed 
by the House of Representatives, there was 
a separate provision concerning timber-ex 
pense deductions similar to the one noted 
above, but it was deleted by the Senate 
Finance Committee. As the Code stands 
today, expenses incurred in producing the 
timber crop, where the crop is later sold 
with the land, are deductible as annual ex- 


penses similar to all other annual deductible 
expenses.” 


Examples to explain basis follow: 


(1) Taxpayer X bought 100 acres of idle 
land, with no timber on it, in 1920 at a cost of 
$1,000. He planted it with longleaf pine. 
The cost of labor and seedlings amounted 


” Regs. 118, Sec. 39.23(m)-22. 
*% 1930 CCH { 9590, 47 F. (2d) 772. 
4 Of, Ritter Lumber Company, CCH Dec. 8491, 


30 BTA 231 
allowed 
*% Code Sec. 


(1934), in which a revaluation was 


268; Ernest A. Watson v. Com- 
missioner, 53-1 ustc 19391, 345 U. S. 544, 552, 
in which timber is distinguished from unhar- 
vested crops 

“Code Sec. 162. See, also, James R. Rowen, 
“Taxation of Income from Timber Property,”’ 
33 TAXES 336, 342, 343 (May, 1955), in which 
an interesting discussion is given concerning 
the deduction of timber expenses. 








to $400 and construction of firebreaks another 
$400. His total investment basis for the 
timber is $800. 


(2) In 1940, timber owner Z bought 100 
acres of forest land at a cost of $7,000; 
$1,000 was allocated as cost of the land, 
and $6,000 as cost of the timber. A perma- 
nent road costing $700 was built, as well as 
permanent firebreaks costing $100. 


In 1945, another 50 acres of timberland 
was added to the original holding at a cost 
of $5,000. Allocation to land was $1,000 and 
to timber $4,000. The owner’s timber invest- 
ment basis for his holdings is now $10,800 
(allocation for timber plus permanent im- 
provement costs). This $10,800 becomes the 
tax basis for timber depletion. 


In 1945, he also built a shed for storage 
on the land at a cost of $2,000, plus a hog- 
proof fence costing $1,000. The last two 
items are depreciable items, and are not 
included in the timber depletion account or 
depletion basis 


(3) Taxpayer W, in June, 1954, inherited 
timber property containing approximately 
1,800 cords of timber pulpwood valued at 
$3,600 as of the date of the decedent’s death. 
The $3,600 became the tax basis of the tax- 
payer. In the following year taxpayer sold 
600 cords, or one third, of the timber. His 
newly adjusted basis after the sale becomes 


1,200 cords, or $2,400 
Section 631(a) 
The regard to timber sales 


prior to passage of the original timber pro 
visions in the 


Situation in 


1943 act was summarized in 
the report of the Senate Finance Committee 


“The income realized from the cutting of 
timber is now taxed as ordinary income at 
full income and excess profits rates and not 
at capital gain rates.’ In 


taxpayer cuts 


short, if the 
timber he 
benefit of the capital gains rate which ap- 
plies when the same timber is sold outright 
to another.” ® 


his own loses the 


\ desire to stimulate the reproduction of 
a critical natural resource (passage was dur- 
ing World War II) was also motivation for 


* However, ‘timber sold outright by non- 
dealers before the Revenue Act of 1943 was 
considered a capital gain (same as today) 
(U. 8. vw. Robinson, 42-2 ustc § 9562, 129 F. (2d) 
297 (CCA-5): Camp Manufacturing Company, 
CCH Dee. 13,802, 3 TC 467 (1944), where timber 


was sold in 1940 and accorded capital gain 
rates) 
*S. Rept. 627, 78th Cong., Ist Sess. (1943), 


1944 CB 993 


828 


November, 1955 ®© TAXES — The Tax Magazine 


the original passage. Timber as a resource 
requires an extended period of growth, and 
the realization from an investment is long 
deferred. Therefore, reforestation was to 
be given a boost by the economic incentive 
of capital gains that would make timber 
growing financially worth while.” 


Section 631(a) of the present law is con- 
cerned only with the cutting of timber and 
not with its sale as stumpage. It refers to the 
situation in which’a timber owner cuts his 
own timber, held for more than six months 
prior to the first of the year in which the 
cut is made, for sale or for use in his busi 
ness. The increase in value up to the beginning 
of the year in which the cut is made may be 
treated as a capital gain, but the increase in 
value on the products of the timber after 
being cut must be treated as ordinary income.” 
The section has no application to the case of 
an outright sale or exchange of timber 


In order to come within the scope of the 
section, the taxpayer must meet the follow 
ing requirements: 

(1) He must have owned the timber or a 
contract right to cut it for more than six 
months prior to the beginning of the tax 
able year 

(2) He must cut the timber 
sale or for use in his trade or business 


either for 
This 
category also includes a farmer cutting his 
own timber to make lumber, fence posts or 
firewood for himself. 


(3) He must elect upon his income tax 
return to take the tax treatment provided.” 
For a taxpayer reporting on 
yeat 


a calendar 
basis, the timber must have been ac 
quired prior to July 1 of the year preceding 
that in which it was cut. 
this that the actual minimum 
almost 18 months 
For example, timber purchased on or after 
July 


In some instances 
may mean 


holding period will be 


15, 1953, cannot be cut, under the sec 
tion rules, until after January 1, 1955. It is 


important to recognize the date factor 
If the owner is aware of this requirement 


sufficiently in advance, he can work out his 


logging plans so that the cutting of newly 
purchased timber can be deferred until the 
requisite holding period has elapsed. If it 


* Steer, work cited at footnote 3, at p. 19 
‘There is probably no one commodity that has 
varied so much in value during the past fifty 
years as stumpage although variation has 
always been upward, never downward.”’ 

*” Regs. 118, Sec. 39.117(k)-1(a)(2)(v) 

" Code Sec. 631(a); Regs. 118, Sec. 39.117(k) 
1(a)(1) (1) 








Section 631(a) is based on the 
idea of a hypothetical sale of the 
stumpage to oneself at time of 
cutting. By keeping this idea 

in mind, the timber owner can arrive 
at a clearer understanding of the 
effects and workings of the section. 


is cut before such holding period is up, the 
gain will be considered as ordinary gain. 


The benefits of the section are available 
to the timber owner who cuts his own tim- 
ber, either directly or through a contract 
logger, and then sells the logs. It is also 
available to the owner who cuts his timber, 
either directly or through a contract logger, 


ind processes the 


‘ logs in his mill into lum- 
ber or other property.‘ 


Section 63l(a) is based on the idea of a 
hypothetical sale of the stumpage® to oneself 
it time of cutting. By keeping this idea in 
mind the timber owner can arrive at a clearer 
understanding of the effects and workings 


of the section 


The tax consequences of the section are 
effective for the in which the timber is 
ut and are not postponed until the product 
of that timber is disposed of.“ The tax for the 
section is computed hy eventual recourse to 
} Code,* as the latter 
the grouping of all capital 
loss transactions, including timber. 


yea! 


other sections of the 


sections require 


ain of 


When Section 63l(a) is used, there 


be two computations ™ 


tax due (1) 
(2) when 


must 
in order to figure the 
when the 
it is sold 


and 
The figure to use as a 
sales price when the timber is cut is the fair 
market value as of the 


timber is cut 


first day of the tax- 
able year in which it is cut, while the figure 
to use for 


sales price when it 


is later sold 

the actual price received for the product. 
(1) In 1945, 100 acres 
bought at a cost of 
allocated to land was $1,000 
$1,500. In September, 1954, 
ginal standing timber was 

the cut 


follow 
land 
$2,500; value 


and te 


Examples 


of timbe were 


timber 


timber was one 


" Kirby Lumber Corporation wv 


stc € 9176, 89 F. Supp. 102 
owned timberlands, standing timber, tenant 
hous¢ trucks and mules used in connection 
with the business of building a timber reserve 
and selling lumber. The court declared that it 
was property used in the trade or business held 
over six months and, therefore, capital gains 
were allowed 


Scofield, 50-1 
The corporation 
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fifth of original timber allocation cost, or 
$300. The $300 is the depletion amount for 
that sale, and represents a returned share 
of the original capital investment. 


First computation: If the market value 
price on January 1, 1954, was $500, the 
recognized gain is a capital gain of $200 
(based on a hypothetical sale to oneself), or 
difference between the market value of $500 
and the $300 depletion basis. 


Second computation: When the logs are 
sold later on, the basis for cost will be the 
former market value of $500. If the logs are 
sold at a price of $600, there is an ordinary 
gain of $100. Remember that two computa 
tions are needed when Section 63l(a) is 
used. This rule does not apply when Sec- 
tion 631(b) is used. 


(2) First Sixty thousand 
board feet of timber, owned for several years, 
was cut in the early part of 1954. The same 
timber in the form of logs was sold for $1,200 
later in the year. The timber had an original 
basis, or cost, of $5 per thousand board 
$300 in all. The fair market value 
as of January 1, 1954, was $9 per thousand 
board feet, or $540. The difference between 
and fair market value was 
capital gains treatment ($240). 


computation 


teet, or 


cost accorded 


Second computation: The $540 (fair mar 
ket value) now 
logs for resale. 


becomes the cost of the 
As logs are sold for $1,200, 
the gain between $540 and $1,200 is recog 
nized as ordinary gain ($660). 


Election to Use Section 631(a) 


Election to use the 
obtain a 


section in order to 
treatment must be 
return for the year 
and cannot be made after that 
filed.“ Thus, an election cannot 
be made or revoked in an amended return 
filed after the due date of the original re 
turn. A taxpayer desiring an extension of 
time for filing a return can file a tentative 
return on the date due showing the esti 
mated tax and can pay the first installment 
of that tax. Election should not be made 
on a tentative return, but on the completed 
return subsequently filed 


capital gain 
made in the original 
involved, 
return is 


“The term ‘“‘stumpage’’ is most commonly 
used to designate a quantity of standing timber 
but is also frequently used with reference to 
the quantity of timber that has been cut. It is 
also used to express the price paid for stand- 
ing timber 

“ Regs. 118, Sec. 39.117(k) (2) (1). 

* Code Secs. 1221-1222 

“ Regs. 118, Sec. 39.117(k)-1(a)(2)(i), (v) 

Regs. 118, Sec. 39.117(k)-1(a)(1) (1) 


‘ 
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Once an election to use the section is 
made, it is binding upon taxpayer in regard 
to all timber, owned by him or which he 
has a contract right to cut, which he does 
cut. If undue hardship can be shown by 
such election, the Commissioner can per- 
mit a revocation. 


After a taxpayer revokes his election, he 
can make no further election except with 
the consent of the Commissioner. This 
means the taxpayer cannot re-elect to choose 
631(a) unless he asks, and is given, per- 
mission to do so.* 


With respect to election by partners, the 
Revenue Service has ruled that where the 
timber is owned by a partnership, the elec- 
tion to use Section 63l(a) should be exer- 
cised by the partnership in the partnership 
return as ordinarily and filed 
Such an election will be construed as ex- 
tending only to partnership timber, and not 
to any timber owned by the partners as 
individuals.” 


prepared 


In order to report the use of the election 
of Section 63l(a), it is to give 
some indication of that fact when filing the 
tax return for the year. The best 
is to make a statement on the tax 
thus 


necessary 


method 
return, 
“IT claim gain (or loss) from the cutting 
of timber in accordance with Section 631(a).” 


Neither the corporation nor the individual 
tax return form has a schedule for report- 
ing Section 63l(a) gain. The 
type a special schedule generally 
to the usual capital gain schedule 
Market 
[whatever date 
beginning of the taxable 
year|,” in place of the usual phrase, “Gross 
Sales Price.” The results of the section 
computation can then be combined with 
Section 1231 gain and loss, and finally be 
given effect in the over-all computation. 


taxpayer 
should 
similar 
DD and containing a heading “Fair 
Value of Timber on 


represents the 


Useful factors in 
use Section 631(a) 


deciding whether to 


Results of using 


(1) Tax is paid on cut timber for 
when it is cut 


yeal 


(2) Total tax limited to 25 per cent of 
gain when cut, 100 per cent when sold as 
a product (two computations) 


(3) Gain can be spread over more than 


one yeat 


(4) In a declining market, products can 
be held until prices rise. 





* Code Sec. 631(a). 
“#1. T. 3713, 1945 CB 178 
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is cut. 


(5) Since some gain on cutting is re- 
ported before timber is converted into cash, 
it might be difficult to pay tax on gain at 
the time. 

(6) Tax on the entire transaction will be 
lower, as the amount of gain between de- 
pletion basis and cutting basis (or f 
market value) is taxed at 25 per cent. 


Tair 


Results of not using: 

(1) No tax is paid until timber is sold 

(2) One hundred per cent of the entire 
gain on the investment is taxed when timber 
is sold. 

(3) All of the tax on gain is paid at one 
time. 

(4) In a declining market, products can 
also be held until prices rise. 

(5) After sale at a gain, the taxpayer is 
more likely to have cash available to pay 
the tax. 

(6) Tax on the transaction will be higher, 
as the entire gain is taxed at 100 per cent 


Examples follow: 


Timber owner A, using Section 631(a), 
cut and sold his timber for $1,000. The 
timber had a tax (or depletion) basis of 


$400 and a fair market value of $800. He 
paid a 25 per cent tax on $400 (the differ 
ence between the tax and the fair 
market value), and also a 100 per cent tax 
on $200 (the difference between the selling 
price and the fair 


basis 


market value) 
Timberman B cut and sold his timber 
for $1,000, but he didn’t use Section 63l(a); 
thus, he paid a 100 per cent tax on his entire 
gain of $600 (the difference between tax 
basis of $400 and the selling price) 
Perhaps the best rule for a timber owner 
to follow is not to elect to use Section 631(a) 
until the first certain 
that he will substantial tax ad 
vantage in the application of the 


year in which he is 
receive a 


section 


Market Value for Section 631(a) 


The market the timber cut be 
comes the cornerstone upon which rests the 
method of taxation under the section.” The 
orthodox test of market value is usually 
the cash price that a 
willing buyer would pay a willing seller, 
both fairly informed as to all the facts.’ 


value of 


stated as follows: 


The major problem is in determining the 
fair market value of the cut 
the first day of the 


timber as of 
taxable when it 
It is the value placed on the timber 


year 


” Regs 
* Regs 


118, Sec. 39.117(k)-1(a)(2) (il) 
118, Sec. 39.23(m)-1(d) (1) 
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before it is cut, not afterwards. For exam 
ple, if the taxpayer cut the timber in De- 
cember, 1954, he would be guided as to its 
worth by the market value of January 1, 
1954. The small timber owner can usually 
regard the actual selling price as an indica- 
tion of the fair market value on the first 
day of the taxable year 


The section is not concerned with the sale 
of products or logs derived from the timber 
except that the market value of the stump- 
age becomes a new cost to the owner for the 
purpose of further taxation.” The provi- 
sions of the section are concerned only with 
that part of the gain or loss which exists 
between the tax or depletion basis (ad- 
justed) and the fair market value. The 
market value as of the first day of the tax- 
able year in which the timber is cut may be 
ascertained with these general rules:™ 


(1) Market value is a fact, not a legal 
principle, 


(2) Market value is really a matter of 
judgment or opinion. 


(3) The principles, in general, are the 
same as those applied in valuation of other 
types of property. 


(4) The valuation will in most instances 
be at the retail, rather than at the whole 
sale, level 


(5) The necessary factors to be consid- 
ered for valuation are enumerated in the 


Regulations.” Such factors are: quality of 


timber, density of stand, accessibility, trans- 
portation costs, actual sales and transfers 
of similar property, valuation for local and 
state taxes, and disinterested appraisals 


The subject of valuation is not the entire 
tract of timber owned, but only that part 
represented by the timber cut during the 
taxable year. 


? Regs. 118, Sec. 39.117(k)-1(a) (2) (ill). 

‘Briggs, Tax Treatment of Timber Cutting 
Under Section 117(k)(1) (Forest Industries 
Committee on Timber Valuation and Taxation, 
1952), p. 7 

% Regs. 118, Sec. 39.23(m)-25 

% Mertens, Law of federal Income Taxation 
(Revised Ed., 1948), p. 439, Sec. 59.02 

* Stumpage value is the value of the timber 
as it stands uncut in the woods. 

* But see Steer, work cited at footnote 23 
at p. 15 

‘Commercial stumpage value has on occasion 
been defined as the value fixed by the current 
market price. This is fallacious. No definite 
ruling of current stumpage value can be estab- 
lished for standing timber because of the 
greatly diversified physical conditions affecting 
its exploitation and the great variation in the 
intrinsic value of the different species. It fre- 
quently happens that a current market price 
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Other types of evidence of values are 
also given weight by the Internal Revenue 
Service, such as sale of comparable tracts, 
realization value, offers to buy and sell com- 
parable tracts, market conditions in the 
trade, cost to taxpayer, valuations for other 
purposes (gift or inheritance) and opinion 
testimony of experts. 

A well-known authority on the law of 
federal taxation has this to say about valua- 
tion: 


“Value is but what you would pay hard 
cash on the barrel head.” ” 


As a practical matter, the best method 
of determining stumpage value” on the 
timber the taxpayer has cut or is going to 
cut is to seek information from the exten- 
sion or service forester or local representa 
tive of the state forester. Those qualified 
experts will be able to furnish the “going” 
price per thousand board feet, per cord, 
or other unit for stumpage in the taxpayer’s 
area. This average can then be adjusted as 
may be necessary to reflect the condition 
of the taxpayer’s own timber.” 

Remember that the market value on the 
first of the year when timber is cut is con 
sidered as the selling price for the capital 
gain transaction and as the cost for the 
ordinary gain transaction 


Section 631(b) 


Section 631(b) is not as complicated as 
Section 63l(a). It was originally added to 
the Code as Section 117(k)(2) because vari- 
ous timber owners were seriously handi 
capped under the federal income tax laws. 
Owners who sold their timber on a cutting 
contract and yet retained an economic in 
terest in the property were held to have 
leased their property and, therefore, were 
not granted any capital gains treatment on 
is established by timber buyers for a species in 
a given region which is not determined by the 
realization value and has no relation there- 
to... . Actual prices have been determined 
by economic conditions and by opinions of the 
parties to the transaction. That this ‘by-guess 
and by-God’ method of price determination has 
been as common as well as fallacious is well 
known ... . It is not possible to determine 
accurately the realization stumpage value of 
standing timber until after it has been logged 
and milled and the lumber or other products 
sold.’’ 

Perhaps the Revenue Service agrees with the 
above paragraph because there have been few, 
if any, legal disputes in court concerning the 
valuation of the timber. The Internal Revenue 
Service up to the present seems to have gone 
along with the valuation as given on the tax- 
payers’ returns. 
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any increase in value realized over the 


depletion basis.” 


Congress desired that payments made to 
the seller under a timber-cutting contract 
should be treated as amounts received on 
a sale of the timber so that capital gains 
could be realized.” It was a relief provi- 
sion to eliminate the former discrimination 
existing between the treatment accorded 
the completed sale of a timber tract and the 
treatment granted a sale under a cutting 
The relief provision was carried 
1954 Revenue Act as Sec 


contract 
over into the 
tion 631(b). 


It is the general theory of the capital 
gains provision of the federal tax law that 
gain on the sale or exchange of property 
held primarily for sale to customers will 
not qualify for capital gains treatment.” 
However, the provisions of Sections 631(b) 
and 1231 are so drawn that a dealer in tim- 
berlands can sell the timber under a cutting 
contract and report the gain as capital 
The Code that for the pur- 
poses of Section 1231, crops held for sale 
to customers do not include timber which 


has been sold under the provisions of Sec- 
tion 631(b).” 


gain.” States 


Therefore, a taxpayer who has many 
transactions in timber and would ordinarily 
be called a dealer should make his sale in 
the form of a cutting contract under which 
he will still retain an economic interest in 
the timber; then his gain will be reportable 


as capital gain.instead of ordinary gain. 


The rules for Section 631(b) provide gen 
erally that in the 
timber for 


case of a taxpayer who 
more than six months 
before disposal and who disposes of it under 
a cutting contract™ by virtue of which he 
retains an economic interest, while the owner 
is to be paid so much per thousand as the 
stumpage is cut (out of the sale of the 
product of the stumpage by his lessee), such 


Owns 


Two principal questions raised by 
631(b) are those of a retained 

economic interest, and the holding 
period and disposal of the timber. 


timber transactions will be treated as a sale 
of such timber and a capital gains treatment 
will be recognized. 

Two principal questions raised by Sec- 
tion 631(b) are those of (1) a retained 
economic interest and (2) the holding period 
and disposal of the timber. 

Economic interest for Section 631(b). 
In regard to the question of a retained eco- 
nomic interest, the 
state: “ 

“An 


every 


Treasury Regulations 


economic interest is possession in 
which the taxpayer has ac- 
quired by investment, any interest in . 
standing timber and secures, by any form 
of legal relationship income derived from 
the severance and sale of the 
to which he must 
capital.” 


case in 


timber 
look for a return of his 


Therefore, a taxpayer retains an economic 
interest if the contract is one under which 
he derives income only from the severance 
and sale of the timber. 


Such a can be where the 
owner is to be paid on a scale basis at so 
much per board foot as the timber is cut 
or one in which the owner is paid from the 
proceeds that the buyer realizes from his 
sale of the logs. 


contract one 


But the mere sale of timber 
with a provision for installment payment 
whether or not timber is cut is not an 
economic interest. 


The term “owner” means person 
who owns an economic interest in the tim- 
ber, including a sublessor and a holder of 


a contract to cut the timber.” Those who 


every 





*™ Commissioner v. Boeing, 39-2 vustc { 9682, 
106 F. (2d) 305 (CCA-9). Taxpayer by contract 
had employed a logging company to cut, deliver 
and sell timber and pay taxpayer from the 
proceeds The court said the taxpayer was 
engaged in a trade or business and therefore 
no capital gain was allowed under the Revenue 
Act of 1932. But see Boeing v. U. 8., 51-2 ustc 
{ 9411, 98 F. Supp. 581 (Ct. Cls.), where there 
was a different decision with the same parties 
involved under the Revenue Act of 1943. 

” See report cited at footnote 38: . +». OWn- 
ers who sell their timber on a so-called cutting 
contract under which the owner retains an 
economic interest in the property are held to 
have leased their property and are therefore 
not accorded under present law capital-gains 
treatment of any increase in value realized over 
the depletion basis."’ 


832 


” See footnote 7. 
* Boeing v. U. 8., 51-2 ustc { 9411, 98 F. Supp 
581 (Ct. Cls.). This case was a claim for refund 
to recover taxes paid before Sec. 117(k)(2) be- 
came effective. One of the questions before the 
court was whether 117(j) and 117(k) were retro- 
active in effect. The court decided both sections 
were retroactive to March 1, 1913, and taxpayer 
was allowed a refund. See the case cited at 
footnote 58 where the holding was just the 
opposite, under the Revenue Act of 1932. 

® Code Sec. 1231(b)(2). 

* A cutting contract is one in which the pur- 
chaser agrees to pay the owner a stipulated 
price per thousand board feet as the timber 
is cut. 

* Regs. 118, Sec. 39.23(m)-1(b). 

* Code Sec. 631(b). 
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acquire cutting rights should be certain the 
contract grants 


an economic interest to them, 
for then they will be eligible for capital gain 
treatment and depletion allowance.® 


4 claim of equitable 
sufficient for the 


in other 


ownership is not 
capital 
words, the one 


gains treatment; 
who has the right 
to cut must also have the right to sell on his 
wn account in order to retain an economic 
interest. If the taxpayer is actually having 


his timber logged by 


a supposed purchaser, 
then he must use Section 631(a).” 


Disposal and holding period under Sec- 
tion 631(b).—Section 631(b) can be availed 


of only there is a disposal of the 


le ase 


when 
timber by contract o1 
of timber prior to the 
1943 Revenue Code, the 
held that the actual sale 

a contract or lease 


and to the 


In disposal 
provisions of the 
Court had 
of the timber under 
took place when 
extent that the timber was cut.” 
After Section 117(k)(2) was introduced into 
the old Code in 1943, the 


t 


Tax 


only 


situation in regard 

under a contract or lease was held 
Springfield Plywoods case™ to have 
taken plac e when the 


Oa sale 


by the 


contract was made, 


not when the cutting took place. This was 
a reversal of the old idea 

Once again the situation has been re 
versed. In the present Code, under Section 


631(b), the time of sale for contracts or 


leases 1s 


considered to have taken place 
when the timber cut, thus overthrowing 
the results of the Plywoods decision by Con 
gressional action 
Cherefore, if a timber owner buys a 
timber lot on January 1, 1954, makes a 
contract with a logger to cut it on January 
2, 1954, and the timber is cut on July 3, 
1954, he becomes eligible for the capital 


*“ See John S. Pankratz, CCH Dec. 20,579, 22 
rC 1298 (1954) A partnership leased timber- 
lands with cutting rights as the sole asset, and 
later entered into a contract with a third party 
granting the third party the right to remove 
and cut the timber. Such a right to reassign 
by third party was nontransferable without 
partnership consent to receive money as the 
timber was cut. The agreement was transferred 
jater to a fourth party, stating that the partner- 
ship gave up all rights, title and interests in 
the original lease to the fourth party. The 
partnership claimed capital gain on sums paid 
to them by the fourth party when the timber 
was cut 

The court declared that 1943 Sec. 117(k)(2) 
did not apply: therefore amounts received were 
not capital gains. It stated that the lease had 
not been assigned to a fourth party in a realistic 
sense The right to cut, use and market the 
timber had previously been assigned to a third 
party; all that was left to the partnership was 
the right to receive proceeds in terms of money 
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gains provision of the section. The term 
“owner” includes the holder of the contract 
to cut the timber, if he holds an economic 
interest. 
The 


owner 


Code 


can 


also that the timber 
elect to treat the date of pay- 
ment for the timber as the date of disposal 
of the timber.” This provision will enable 
the timber owner 
into a that 


him 


States 


to distribute his income 


year will be of advantage to 


taxwise 

In the 
that gains 
the disposal of timber: 


Boeing case the court decreed 
received by the taxpayer in 
held for more than 


six months prior to such disposal under any 


type of contract by virtue of which the 
owner’: retained an economic interest were 
capital gains. The difference between 


amounts received for the timber and the 
adjusted depletion basis should be con 
sidered as though it were a gain on the 


sale of the 


Where the requirements of a 
holding period can be 
the holding period of 
from whom the 


timber 


six-month 
satisfied by tacking 
a predecessor owner 


timber was acquired in a 


tax-free exchange,” it appears such tack 
ing should be pe rmitted Section 631(b) 
refers to timber held rather than owned 


for more than six months, and this corres 
ponds to another Code 


which 


section of the 
which provides that the period for 
held property shall in 
clude the holding period of the predecessor 
(verified by new ruling, Rev. Rul. 55-352, 
I. R. B, 1955-23, 17). 


the taxpayer has 


An example follows 


\ taxpayer had owned timber for more 


than six months and had made a contract 
with a second party whereby the second 
only There was no economic interest, so the 


holding would be the same for the 1954 Revenue 
Code 

* Helga Carlen, CCH Dec. 19,708, 20 TC 573, 
aff'd, 55-1 uste { 9296, 220 F. (2d) 338 (CA-9) 


The term ‘‘owner did not include a logging 
partnership which agreed to cut the timber on 
another's property for the full sales price. The 
one who contracts only to cut the timber cannot 
get an economic interest he must 
the right to sell the timber 


also have 


*C. L. Brown, CCH Dec. 7696, 26 BTA 781 
(1932); John W. Blodgett, CCH Dec, 4539, 13 
BTA 1388 (1928): Estate of Stark, CCH Dee 
12,195, 45 BTA 882 (1941); Isaac Peebles, CCH 


Dec. 14,536, 5 TC 14 (1945) 

® CCH Dec. 17,946, 15 TC 697 (1950). Under 
the 1954 Revenue Code this holding is no longer 
valid 

* Cited at footnote 65 

7 Cited at footnote 61 

7 Code Sec. 1031 

™ Code Sec. 1223 
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party was to cut and remove timber for 
$8 per board The tax- 
payer's adjusted basis at the time was $2 
per thousand feet. The difference 
of $6 basis contract price is the taxpayer’s 
thousand board feet. The second 
party was to sell the cut products and pay 
the owner out of the proceeds. If 100,000 
board feet were cut in that year and the 
taxpayer had a long-term capital gain of 
$6 on each thousand feet, the tax- 
payer’s total gain $600 for the 
year, with only that 
to be taxed 


thousand feet. 


board 


Zain per 


board 
would be 
half of 


one amount 


Depletion 


Allowance for 
even though the 
tion 631. 
nothing 


obtainable 
does not use Sec- 
In its simplest form, depletion is 
than an allocation of the 
original cost, or other basis, to the timber 
units (board feet or cords) sold or cut.” 
The basis on which depletion is to be 
allowed in f 


depletion ™ is 
seller 


more 


respect of any property is the 
adjusted provided in Section 1011 
for the purpose of determining the gain 
upon the sale or other disposition of such 


property.” 


basis 


For purposes of a logical and reasonable 
treatment of depletion a taxpayer is obliged 
to include his timber in one or more timber 
accounts.” Depletion is computed 


each these 


sepa- 
rately for results are 
then totaled to give the taxpayer a “total 
depletion deduction” for the year.” Each 
account includes all of the taxpayer’s timber 
which is located in one “block.” A _ block 
operation unit composed of all of 
the timber which would logically go to a 
point of manufacturing.” 


account; 


is an 


given 


Timber in a single block may be divided 
into two or more accounts, such as: (1) 
timber owned in the block on February 28, 
1913, and that purchased after that time; 
(2) individual or group tree species; or 
(3) timber separated on a basis of char- 


When the block is 


'’ Depletion occurs as a result of reduction 
or exhaustion of an asset, such as timber or 
other natural resource, while depreciation occurs 
when a capital asset wears out as a result of 
service. See Bulletin ‘‘F,’’ Income Taz Depre- 
ciation (United States Treasury Department 
Bureau of Internal Revenue, 1942 revision), for 
rates of depreciation on capital items used in 
the timber industry. 

™ Special ruling, 505 CCH { 6097 (March 22, 
1950) The provisions of Sec. 117(k)(2) (today 
it is Sec. 631(b)) may be applied with respect 
to the gain on the cut timber. A timber stand 
of ten million board feet valued at $1 per 
thousand board feet which, under an operating 
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acter or accessibility. 


Timber is a capital asset that grows 
and complicates the 
computation of depletion. 


so divided, a share of the total value or 
cost must be allocated to each account. 
As a general rule, the small timber owner 
or farmer will have all his timber holdings 
in one account only. This is because 
practically all his timber, taken together, 
will usually be in one grove or in one area 


The requirements involved in the com- 
putation of depletion are: 


(1) Original cost must be proven.” 


(2) Cost must not include 


the cost of land.” 


any part of 

(3) Carrying 
payer may capitalize or 
option are a proper 


which the tax- 
deduct at his 
addition to capital 


charges 


if so desired.” 


(4) If accounts are kept on a monthly 
basis, the taxpayer, at his option, may keep 
his depletion accounts on the same basis." 


(5) Depletion takes place when the timber 
is cut. However, for accounting purposes, 
depletion is considered to take place when 
the amount of timber cut can be first defi 
nitely determined.” 


(6) The original estimate of units of 
depletion can be revised, but not the basis 
for depletion. Annual depletion 
should be corrected when usually 
every year, but at least every five years.” 


allowances 
necessary 


The depletion unt™ is found by dividing 
the basis or adjusted basis of the timber 
by the total number of units 
of board feet, 
account. 


(thousands 
cords, etc.) in the timber 
An example follows: 

The 


timber 


cost of a farm was $10,000, 
valued at $2,500. A timber cruise 
(survey to measure timber) indicates stump- 


with 


plan, can be completely exhausted at the end 
of ten years, is depletable on the basis of the 
number of units cut multiplied by the proper 
unit rate 

* Code Sec. 612. 

Legs. 118, Sec. 39.23(m)-27(a) 

™ Regs. 118, Sec. 39.23(m)-21 

™” See footnote 77. 

” Regs. 118, Sec. 39.23(m)-20, 6 

™ Regs. 118, Sec. 39.23(m)-20 

® Code Sec. 266. 

*3 See footnote 76. 

™ Regs. 118, Sec. 39.23(m)-21(c). 

* Regs. 118, Sec. 39.23(m)-26 

* Regs. 118, Sec. 39.23(m)-21(a) 
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age of 500,000 board feet. The depletion 
unit is $5 per thousand board feet, ob- 
tained as follows: $2,500 (the basis of 
timber) divided by 500,000 (total units) 


which has been divided by 1,000. 


The depletion allowance is obtained by 
multiplying the number of units sold or cut 
during the year by the depletion unit. 
Whenever gain or loss is computed, this 
depletion allowance is regarded as the cost 
of timber cut. 

An example follows: 


One hundred thousand board feet is 
sold for $900. The depletion allowance is 
$500, obtained as follows: 100,000 divided 
by 1,000 times $5 (unit of depletion) equals 
$500, depletion allowance for that 
leaving a gain of $400. 


sale, 


As stated before, depletion, for account- 
ing purposes, takes place at the time of 
cutting, but provision has been made for 


computing depletion at the time when 
the quantity of cut timber can be first 
accurately determined. It often happens 
that timber cut in one calendar or fiscal 


year does not figure in depletion 
following year. 


until the 
For example, in northern 


United States the timber is cut in the 
winter of one year and the logs are not 
scaled (measured in board feet) until the 


following spring at the lumber mill. The 
latter period is when the quantity of timber 


cut can first definitely be determined. 


No depletion deduction will be allowed 
the owner with respect to any timber which 
he disposes of under any form of contract 
by virtue of which he retains an economic 


Total 


interest in such timber, if such disposal is 
considered a sale of timber under Section 
631(b). An absolute assignment of a lease 
for cash is a sale, and the seller thus has 
no depletable asset. A person who has no 
capital interest in the standing timber does 
not necessarily possess an economic interest 
because he derives an economic advantage 
from the timber production.” 


Depletion and depreciation deductions on 
the property of a corporation are allowed to 
the corporation, and not to its shareholders.” 


The apportionment of deductions for de- 
pletion between several owners of economic 
interests in timber properties will be made 
as specified in the Internal Revenue Code.” 
In case of timber leases, the depletion de 
duction shall be equitably 
between lessor and lessee. 


proportioned 


Timber is a capital asset that grows 
and complicates the computation of deple- 
tion. Growth necessitates periodic changes 


in the depletion basis. 
An example follows 


(1) A timber lot consists of 1,000 acres; 
the cost allocated to timber is $10,000, and 
timber growth each year is 20,000 board 
feet. Total board feet and growth in 1950 
would be 500,000; in 1955, 600,000; and in 
1960, 700,000. Cost in all three years 
would be $10,000. The unit depletion 
allowable would be: for 1950, .02 cents; for 
1955, .0167 cents; and for 1960, .0143 cents. 


(2) If a part of the timber is cut, the 
depletion allowance will decrease the basic 
cost by the amount of depletion allowance 
used 


Board Depletion Depletion Board New 

Board Feet Feet Sold Unit Allowable Feet Left Basis 

1950 500,000 100,000 02¢ $ 2,000 400,000 $8,000 

1955 500,000 100,000 .O16¢ $ 1,600 400,000 $6,400 
1960 500,000 500,000 0128¢ $ 6,400 


Accelerated depletion is allowable when 


the higher values are removed first. It is 
calculated on the percentage of value re- 
moved from the standing timber. When 


mature and overmature timber is cut repre- 
senting 30 per cent to 40 per cent of the 
volume, it is possible to write off 60 per cent 
to 70 per cent of the total 
The younger then 
lower value. 


timber value 


timber is carried at a 


*' See footnote 64. 
* Regs. 118, Sec. 39.23(m)-20, -7(f) 


Timber Taxes 


($10,000) 
Timber that has neither marketable nor 
prospective value cannot be used for deple- 
tion purposes. Nor is the taxpayer per- 
mitted to add to the original estimate any 
increase in value due to growth, although 
any increase in growth tends to spread the 
remaining capital over more depletion units, 
and thus reduce the cost of depletion. 


A taxpayer claiming deduction for de- 
preciation or depletion, or both, with regard 


*” Code Sec. 611(b) (1) 
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to timber and/or property must fill out a 
map and Form T (Timber) ” and attach them 
to his 


income tax return. This form re- 
quires the following information: 
(1) A map showing timber and land 


acquired, timber cut, and timber and land 
sold 
(2) Description of, cost of, terms of pur- 
chase or lease 
(3) Proof of 
capital assets 


profit or loss from sale of 


(4) Description of timber if claims for 
loss are made 
(5) Record of timber cut 


timber account as 
result of purchase, sale, loss or re-estimate. 


(6) Changes in each 


(7) Changes as a result of additions or 
deductions from capital property and de- 
preciation, 

(8) Operating information about raw and 
finished materials. 

(9) Unit production cost 

(10) Any useful 
depletion or deductions.” 


other information about 


Involuntary Conversion and Casualty Loss 


losses for timber can be losses 


Casualty 
from fire, windstorm, floods, cyclones, and 


destruction by animals (grazing cattle or 


hogs). The Board of Tax Appeals in the 
Oregon Mesabi case“ even allowed a casu 
alty loss to the taxpayer for the destruction 


Loss was figured 
property 


of his timber by insects 


by applying to the cost of the 


before destruction, the percentage of a 


representative volume of timber destroyed 
The amount of 
intended for 


the business is the difference 


each year by the insects 


loss on timber sale 


casualty 
or tor use in 
between the adjusted depletion basis of the 
damaged timber and the sum of the salvage 


value plus the insurance proceeds.” 


Under the 1954 Code, whether the prop- 
erty into 
property 
insurance 


destroyed is converted directly 
similar to the 


into money (Irom 


other property 


destroyed o1 
proceeds or condemnation awards) or into 


” Regs. 118, Sec. 39.23(m)-24 

“It used to be that the taxpayer had to 
furnish a Form T-General Forest Industries 
Questionnaire for the years prior to 1919; that 
provision is now obsolete. The Internal Rev- 
enue Service will write the taxpayer if any 
information is needed besides what is given on 
the regular Form T (Timber) information re- 
turn However, if a timber operator is also 
operating a pulp or paper mill he needs to fill 
out a Form T-P in addition to the regular 
Form T 
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The casualty-loss provision can be 
of assistance to an insured timber 
owner who suffers a casualty 
because of forest fire, if his basis 
of depletion is lower than any 
insurance proceeds. He can reinvest 
in growing timber—but not cut 
timber—and will have 

no tax to pay on the gain. 


dissimilar property, the following rules will 
apply for recognition of gain or loss: 

(1) If the property is changed into simi- 
lar property, no gain is recognized.” 

(2) If the equal, or are 
than, replacement costs, no gain is recog- 
nized.” 

(3) If the proceeds exceed the cost of 
replacement, tax is paid only on the excess 
amount received. 


proceeds less 


There is a limit on replacing de- 
stroyed timber property with a similar type 
of property The with the 


date of destruction and ends one year after 


time 


time begins 
the end of the tax year in which any gain 
on the casualty is 


The can be of 
assistance to an insured timber owner who 
suffers a casualty because of forest fire, if 
his basis of depletion is lower than any in 
surance proceeds. He can reinvest in grow- 
ing timber, but not cut timber, and will have 
no tax to pay on the gain.” 


recognized.” 


casualty-loss provision 


decided in Oregon,” where 
the owner of the timberland conveyed it to 


the government 


In a case 
for the right 
to cut and remove an equal value of national 
timber, the court held that the ex- 

was not of a “like” kind. The 
court declared that the exchange was one of 
realty for personalty (in Oregon, when 
timber is cut it becomes personal property); 


in exchange 


forest 


change 


therefore the exchange was not of “timber 
for timber,” and there recognized 


100 


was a 
tax on the gain 


*" Code Sec. 165 

* CCH Dec. 10,713, 39 BTA 1033 (1939) 

™ Williams, work cited at footnote 1, 

*" Code Sec. 1033(a)(1) 

™ Code Sec. 1033(a) (3) 

“" Code Sec. 1033(a) (3) (B) 

* See footnote 95. 

” Oregon Lumber Company, CCH Dec 
20 TC 192 (1953). 

” See footnote 72 


at p. 21 


19,614, 
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An example follows: 


Fire destroyed five acres of timberland. 
There was an area volume of 3,900 board 
feet per acre, or 19,500 board feet in all. 
The original cost of the depletion unit was 
$5 per thousand board feet, and no adjust- 
ments had been necessary during the life 
of the timber. The depletion allowance 
was $5 times 19,500 board feet, or a total 
of $97.50 recognized the 
damaged. 


loss for timber 


Any insurance or salvage recovery would 
be deductible from the $97.50 in bringing 
the recognized loss to the actual loss sus- 
tained. Any loss by theft would be treated 
the same way. In case of a second natural 
growth, there would be no recognized loss, 
for there would be no 
the loss 


basis 


for finding 


Timber Records 


There are several good reasons for keep- 
ing records of timber lands, sales, cuttings, 
and operation costs. Records are necessary 
in order to make out income tax returns 
properly; for accounting to the Revenue 
Service, if called upon to do so; and to 
ascertain accurately what the costs and 
profits are in a given transaction. 


Three separate accounts are necessary for 
the timberland owner :™ 


Timber account.—The timber account 
contains information as to the quantity of 
timber, the cost or other basis, expenditures 
for timber improvements, carrying charges, 
and development costs, 

Land account.—The land account con- 
tains information about the quantity of land, 
land improvements of a permanent nature, 
and cost of depreciable improvements. 


Equipment account.—The equipment ac- 
count contains information as to the quan- 
tity of other resources, if any, besides the 
land, the cost of the durable equipment, 
and major repair or reconstruction costs. 


A proper part of the total cost or value 
of items in the three accounts shall be 
allotted to each account. These accounts 
shall be credited with the amount of depre- 
ciation and depletion deductions computed 
each year. 


The methods of operating and record- 
keeping that are normal for the business are 





usually acceptable to the Internal Revenue 
Service.” It is important to remember that 
the burden of proof for deductions of ex- 
penses, cost of property, valuation at sale 
and all other items that go into a tax 
return is on the taxpayer; he should have 
written substantiation as part of his proof. 


The timber growth itself is not taxable 
as such, but it is necessary to keep a record 
of it in order to get the figures for depletion. 
The increase in value of standing timber, 
whether due to growth or market apprecia- 
tion, is taxable only when it is sold or cut. 


General Summary 


Timber owners who contemplate entering 
into cutting contracts (Section 631(b)) 
should make sure that at least six months 
elapse Detween the time they acquire the 
timber and the time it is cut. For purposes 
of Section 631(a), the period of ownership 
has to be at least six months prior to the 
first of the year in which the timber is cut. 


When Section 63l(a) is used, the cutting 
is regarded as a mythical sale to the owner 
himself. He is allowed to compute his 
gains, on the cutting only—other conditions 
being fulfilled—at capital gain rates. When 
the product of the cut timber is sold to a 
second person, any gain on the products is 
figured at ordinary income rates. Thus, the 
timber owner has two separate computations 
to make: one for capital gain and the other 
for ordinary gain. 

When the timber owner uses Section 631 
(b), he has sold his timber under a contract 
to another whereby the owner will receive 
his money as.the timber is cut. 
he has only 


Therefore 
one computation to make in 
figuring any gain which is a capital gain. 
Types of timber operations and tax re- 
sults, if owner is not a dealer, follow: 


(1) Outright sale of standing timber held 
less than six months is a short-term capital 
gain or loss. 


(2) Outright sale of standing timber held 
more than six months is a long-term capital 
gain or loss, also a Section 1231 loss. 


(3) Sale under a pay-as-you-cut contract 
held more than six months is a long-term 
capital gain or loss, also a Section 1231 loss. 

(4) Sale under a pay-as-you-cut contract 


held less than six months is an ordinary 
gain or loss. 





3 Regs. 118, Sec. 39.23(m)-28(a), (b) 
2 Regs. 118, Sec. 39.41-3 


Timber Taxes 





Rules of Practice Before the Tax Court of 
the United States provide that the burden of 
proof shall be on the petitioner except as other- 
wise provided by statute (Rule 32). 
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(5) Cutting by a taxpayer of timber held 
more than six months before the beginning 
of the taxable year is a long-term capital 
gain or loss, also a Section 1231 loss. 


(6) Cutting by a taxpayer of timber held 
less than six months before the beginning 
of the taxable year is an ordinary gain or 
loss. 

(7) Sale of standing timber sold by a 
dealer to customers in the ordinary course 
of his business is an ordinary gain or loss. 

(8) Sale of 
under the 
gain or loss 


from timber cut 
sections is an ordinary 


products 
timber 


A step by step 


fe yI ke IWS 


example of depletion 


A farmer bought a farm in 1946 with 200 
acres of land The cost was $10,000. 
There were 20 acres of timber on it, so 
timber allocation was figured at $1,000. A 
survey of the timber shortly after purchase 
indicated there were 400,000 board feet of 
timber 


In 1954, 100,000 board feet of timber were 
cut and a year later sold at a price of $500. 
The seller uses 631(a) for the sale. Neces- 
sary steps follow: 


(1) Find the depletion unit. Use this 
formula: cost, $1,000, divided by total units, 
400,000 board feet, divided by 1,000 equals 
$2.50 depletion unit. 


(2) Find the depletion allowance. Use 
this formula: 100,000 board feet sold, di- 
vided by 1,000 times $2.50, depletion unit, 
equals $250, depletion allowance or return 
of capital 

(3) Find the fair market value on Janu- 
ary 1, 1954, the year timber was cut. The 
seller gets the information from his exten- 


sion forester—$350 fair market value. 


(4) Find the computation for capital gain 
at the time of cutting (make-believe sale to 
himself). Fair market value, $350, minus 
$250 depletion allowance equals $100 long- 
term capital gain. 


(5) The seller makes a statement on his 
tax return for 1954 that he is using Section 


631(a) for this transaction, and pays a tax 
on $50 of the gain. 


(6) Find the computation for ordinary 
gain. Selling price, $500, minus $350 fair 
market value equals $150. This is reported 
on the tax return for 1955 as ordinary 
income. 


A clearer understanding of income tax 
procedure in regard to timber should benefit 
all timber owners. The savings realized 
through use of correct procedures in report- 
ing timber receipts and expenditures should 
act as an incentive for growing, protecting 
and utilizing the timber more wisely. 


However, L. F. Eldredge has written: 


“A fly in the ointment of this desirable 
and growing form of forest proprietorship 
is the legal difficulty that arises from the 
general attitude of our times towards the 
building up of large individual holdings. In- 
heritance taxes, both state and federal, and 
the prohibition of entail, make it difficult 
for one generation to pass on to its suc- 
cessors a property that is constantly 
increasing in value. Then too, American 
families have a habit of breaking up and 
scattering to the four corners of the nation 

and losing that contact with the soil 
so necessary for continuity of plan and 
action from generation to generation.” ™ 


In recent years some states have recog- 
nized the necessity for lessening the impact 
of the property tax on forest lands in order 
to promote the growing of trees and to 
prevent premature liquidation of timber 
stands. Some states have established a 
small fixed assessment on forest lands or 
have provided for reduced assessments on 
such lands. Other states have postponed 
payment of part of the tax until the time 
of harvesting. The timber is exempted from 
the ad valorem property tax, and a yield 
tax is imposed on the timber at the time 
it is harvested. A percentage of the sever- 
ence tax goes to the local government in 
lieu of the diminished annual tax for the 
period in which the timber was growing. 
All such types of law help encourage stable 
land ownership and reforestation.” 





*% Eldredge, The Four Forests and the Future 
of the South (1947), p. 25. The effect of state 
and inheritance taxes has been to hurt the 
forest land owner. Other harmful factors in- 
clude high tax rates on personal estates, imme- 
diate need of cash outright sale to new owners 
who cut before timber is mature, forced sale 
of stock in a corporate forest land owner, and 
timberlands sold to pay death taxes 

%% Newport, Forest Taxation Laws (Conserva- 
tion Yearbook, 1953), pp. 150-153, summary of 
timber laws: Alabama—8 per cent of value of 
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“timber cut: Connecticut—2 to 10 per cent of 


value of timber cut, depending on age; Idaho 

12% per cent of stumpage value; Indiana—$1 
per acre, includes land; Iowa—$4 per acre, 
includes land; Louisiana—6 per cent of value 
of products cut; Massachusetts—1 to 6 per cent, 
depending on age; Michigan—5 per cent of 
stumpage value when cut, 2 per cent to 10 per 
cent on commercial cutting; Minnesota—40 per 
cent of stumpage value on cutting made in first 
year of classification, reduced 2 per cent annu- 
ally until minimum of 10 per cent is reached; 
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Saving Through Capital Gains Treatment of Timber Receipts 


Timber receipts less 


expenses of sale and Upto 
depletion allowance $4,000 
$ 25 saving $ 2.78 
50 saving 5.55 
100 saving 11.10 
250 saving 27.75 
500 saving 55.50 
1,000 saving 111.00 


Net income less exemptions 


$4,001to $8,001to $12,001 to 
$8,000 $12,000 $16,000 
$ 3.08 $ 3.63 4.25 
6.15 7.25 8.50 
12.30 14.50 17.00 
30.74 36.25 42.50 
61.50 72.50 85.00 
123.00 145.00 170.00 


Nature itself has favored the timber 
owner with selling points in regard to tim- 
ber as a crop, the main factor being that 
standing timber does not deteriorate rapidly. 
This factor operates in favor of all timber 
holders, both large and small. Thus, even 
in times of economic depression, the stand- 
ing timber does not have to be sold, for 
it will not spoil; in fact, its value generally 
increases. Another factor in favor of the 
timber owner is that the uses for wood have 
not changed greatly within the years, and 
there is never likely to be any lack of 
market for the products of the timber. 

After studying all the tax factors in- 
volved, and after considering all the paper 
work and book accounting that is necessary 
in order to obtain the capital gains treat- 
ment in the sale of timber, a taxpayer might 
well ask: “Is it worth the work and effort 
involved ?” 

Ellis Williams has shown in a chart™ 
(at the top of this page) the possible 
savings that can accrue to a timber owner 
using the capital gains treatment for timber 
sales. His figures indicate that the effort 
involved in making and keeping the neces- 
sary records is worth while to the taxpayer. 


NEW CENTER FOR PROCESSING 


A new Northeast Service Center 
is being established by the Internal 
Revenue Service at Lawrence, Massa- 
chusetts, for processing federal tax 
forms and to mail returns to tax- 
payers in the New York and Boston 
Regions and in the Camden and 
Newark Districts of the Philadelphia 
Region. This new center will per- 
form duties similar to those of the 


(Footnote 105 continued) 


Mississippi—products taxed when cut at set 
rates per unit; Missouri—4 per cent of stump- 
age value on cuts from one to ten years old; 
New Hampshire—10 per cent of stumpage value; 
New York—6 per cent on stumpage value; Ohio 

50 per cent of local tax rate; Oregon—12"% 
per cent of stumpage value before cutting; 


Timber Taxes 


Most tax collectors are not like those in 
the following story: 


It seems that a couple of tax collectors 
were talking over the day’s work, and one 
of them said: “What a day, what a day! 
This job is killing me.” 

“You're a fool to work so hard,” replied 
the other. “Why don’t you take it easy 
and get a few laughs out of life? Go down 
Main Street with your brief case in hand 
and scare heck out of a few businessmen!” 


In contradistinction to the 
Internal 


above, the 
is always glad 
to be of assistance to the taxpayer in con- 
nection with his tax problems. The Wash- 
ington office can discuss general principles 
and make rulings with respect to questions 
arising in connection with tax information 
about timber taxation. 


Revenue Service 


If or when specific 
a certain transaction, 
the taxpayer can write to the Director of 
Internal Revenue Service, Washington 25, 
D. C., giving a full statement of facts and 
names of all of the interested parties.” 


[The End] 


advice is needed on 


TAX FORMS 


Midwest Center at Kansas 
City, formerly known as 
the Processing Center, which proc- 
esses Forms 1040, 1040A and 1040-ES; 
matches W-2 withholding statements; 
and mails blank tax forms and packets 
to taxpayers. These centers will also 
handle the mathematical verifications 
of Forms 1040 where the full amount 
of tax due has been paid. 


Service 
Missouri, 


South Dakota—pays a bounty of $5 per acre for 
not over ten acres for each owner; Washington 
—TY per cent reduction each year after classifi- 
cation until 75 per cent reduction reached; 
Wisconsin—10 per cent of stumpage value on 
private land, 50 per cent on commercial lands. 
6 Work cited at footnote 1, at p. 4. 
“Wr Rev. Rul. 10, 1953-1 CB 488. 
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By IRVING ALPERT, CPA 
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gained by doing so 

\ second 
vhich 
the above question was re solved less satis 
the 


tax ot! 


and more important problem 


arises trom a negative answer to 


factorily by 


court. If, in arriving at the 


income 
the 
it 1S 

should 


a personal holding company 
way tax must be used because 
the 
portion ol 


“regular” 


less than alternative tax, how 
that the tax al 
locable to excess long-term gains be deter 
mined? 


methods 


income 


his article examines critically the 


proposed by and re 


petitioner 
spondent in Clarence Company, and suggests 


a third the 

To the briefly, in 
1943 a special ruling’* from the Commis 
sioner, in answer to Maurice 


solution to problem 


review background 


a letter from 
' Clarence 
TC 615 
? Special 
Standard 


840 


Company, CCH Dec. 20,127, 21 


Ruling 
Federal 


December 9, 1943, 
Tax Reports (1944 Ed.) 


CCH 


intage might be 


Long-Term Gains on 


Austin 


eral 


chairman of the Committee on Fed 


the Jew York 
Certified Public Ac 


part: “It is the opinion of thi 


Taxation of 


society o! 


state 
ountant 
stated in 
office that the pre 
(1) should not be 
in the 
status of a personal holding company the 
addition of ‘2 | 


visions of Section 117(« 


interpreted to 


require 


case of a corporation occupying the 
per centum o ich 
for the purpo f Chapt - 


centum ot! 


eEXcess 


and the 


25 excess 


such 


the pe! onal he 


another 
the 
pany 

The ruling 
the 


gains 18 


ldir ( 


purpose o 
surtax.”’ 


reinforced the co 


once maximum tax on 


exct 


levied for income tax purposes 


cannot again be levied in determining 


holding 


question 


personal 


lhe arose in 
1942 1120H, in the 
determination of 
per cent, did 
in that 25 per 
had been 
gains in determining the Chapter | 
From 1943 through 1953, item 30 o1 
Form 1120H provided for a deduction from 
the alternative 
puted at 25 per 
of that portion 


company tax 
1942 


section for! 


beca <¢ 
Form 


the alternative tax at 


not provide for a reductior 


cent tax by any amounts 


which paid on the excess longs 
term 
tax 
personal holding tax com 
net long-term gait 
of the 1120 tax applicable t 


excess long-term 


cent of 


gains 

l ti 
the 
cent of the exces 
not be 
any tax at all « the 


undi 


In effect, if the Chapter 
1120 was 
method, 


determined by alte 
and 25 pet 


long-term gains was paid, it 


rnative 


would 
necessary to pay 
long-term gains included in 


subchapter A 


excess 


tributed net income 


1946, E. I. M« 
ommiussioner, re 
stated 


In a special ruling’ in 
Acting Deputy ‘ 
what has 


Larney, 


iterated been heretofore 
* Special Ruling, March 8, 1946, CCH Standard 


Federal Tax Reports (1946 Ed.) 
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The Decision in Clarence Company Has Shed 


New Light on the Determination of Personal Holding 


Company Tax Liability Under the 1939 Code 


-he Personal Holding Company Tax 


cent on 
paid 
for both income and personal holding com 
pany Further, where the Chapter 
1 tax was computed in the “regular” way, 
without resort to the alternative tax on 
excess long-term gains, it would be neces 
sary to determine the 


Only the maximum tax of 25 per 


the excess 


long-term gains need be 


taxes 


effective rate to 
which the excess long-term gain was sub 
jected It would then be 
deduct the portion of the 
mined in this 


permissible to 
1120 tax 
as applicable to excess 


deter 
Way 
long-term alternative 25 
per cent tax on long-term gains determined 
on Form 1120H 

During the years from 1942 to 1953, many 
tax practitioners apparently assumed that it 
vas permissible the alternative 1120 


tax despite the fact that the tax computed 
in the 


gains from the 


to pay 


“regular” way was smaller than the 
alternative tax By doing this 
tax could be 
ter | 
income, thus tending to decrease subchap 
ter A net 


. the greater 
of ¢ hap 
at subchapter A net 


used as a reduction 
income to arrive 
income by the 


excess amount 


of tax Inasmuch as the 


paid 


maxinum 


capital gains tax had been 


Form 
1120, the personal holding company tax on 
would be nil rhe 
reduction of the undistributed subchapter A 
net income by the 
1120 
because of the 75 per 
85 per cent rate at which the 
subchapter A net 


paid on 


excess long-term gains 


higher tax paid on 


Form 


generally resulted in a_ tax 


Savings cent ofr 


undistributed 
was 


income taxable 


The Clarence Company utilized the afore 
mentioned approach to the problem in pre 
paring its personal holding company return 
for the year 1948. 


Che petitioner, The Clarence Company, 
in its United States income tax return for 
the year 1948, reported net income of 
$28,744.94; this included, in addition to 
dividends of $13,975 and excess long-term 
gains of $19,179, and various de 
ductions The income tax was $3,779.22 
computed in the “regular” way and $4,794.75 
computed under the alternative method, as 
illustrated below 


interest 


“Regular” Way Tax 


Gross income (including domestic dividends of $13,975 and excess 


long-term gains of $19,179) 
Deductions 


Net income 
Less: Dividends received credit 
Net taxable income 


Normal tax 
$ 5,000.00 
11,866.19 


Surtax 
$16,866.19 


Tax 


Personal Holding Company Tax 


$33,251 


3,2: 

4,505.63 

$28,744.94 
11,878.75 


$16,866.19 
750.00 
2,017 25 
$2,767.25 


1,011.97 





Alternative Tax 
Net taxable income after dividends received credit $16,866.19 
Le Excess long-term gains 19,179.00 


“Ordinary” income 


Partial tax 


Tax of 25 per cent on excess long-term gains 4,794.75 


Tax $ 4,794.75 


The company paid the alternative tax of 


Simple reconstructions of how the personal 
$4,794.75 despite the fact that it was not 


holding company tax was then computed, 
less than the tax determined in the “regu- and how it would have been computed had 
lar” way the lesser tax been used, follow 


Alternative “Regular” Way 
Tax Paidon Tax Paid on 
Form 1120 Form 1120 
Undistributed Subchapter A Net Income Computation 
Chapter 1 net income $28,744.94 $28,744.94 
Less: Federal income taxes paid 4,794.75 3,779.22 


Subchapter A net income $23,950.19 24 
Less: Dividends paid credit 5,454.00 5 


965.77 
5,454.0 


Undistributed subchapter A net income $18,496.19 $19,511.72 


Computation of Alternative Tax 
Undistributed subchapter A net income $18,496.19 $19,511.72 
Less: Excess long-term gains 19,179.00 19,179.00 


“Ordinary” income 


Surtax on “ordinary” income at 75 per cent 
Twenty-five per cent of excess long-term gains 


Total 
Less: Portion of income tax under Chapter 1 attributable 
to excess long-term gains 


Alternative personal holding company tax 


The portion of the income tax under as in the instant case, 


the alternative tax 
Chapter 1 attributable to excess long-term results in no benefit 


The petitioner argues 
that as applied to a personal holding com- 
was the chief point at issue in Clarence pany the alternative method is available if 
Company, and is omitted for the present its total income tax and its subchapter A 


gains when the “regular” way tax is paid 


personal holding company surtax liability 
is greater than the total tax computed as 
provided in section 117 (c) (1) To so 
construe the statute would give to a per- 
sonal holding company a greater benefit 
than the act gives to an ordinary corpora 


The Commissioner objected to the fact 
that The Clarence Company had paid the 
alternative tax on its Form 1120 for the 
year 1948, when in fact the tax determined 
in the “regular” way was the lesser of the 
two. His contention was upheld by the 
United States Tax Court 


tion and thus thwart its very purpose of 
limiting the tax on a net long-term capital 
The Tax Court opinion, in part, follows gain or the net long-term capital gain in 
excess of the net short-term capital loss 
The surtax on personal holding companies, 
normal tax rate is less than 25 per cent, imposed by section 500 of the Code, is an 


“The statute is not ambiguous. If the 
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additional tax separate and distinct from puted as provided in the appropriate sec- 
the income tax. A personal holding com- tions of Chapter 1 of the Code.” 

pany is required to file two separate returns, “30; 
i. €., an income tax return, Form 1120, and 
a personal holding company return, Form 
1120H, Regulations 111, sec. 29.508-1. 


, if not availed of in computing the 
Chapter 1 income tax, then in computing the 
personal holding company surtax.” (Foot- 
note in opinion.) 

“Since the income tax paid or accrued In the alternative, the petitioner con- 
constitutes a deduction in computing the tended that its personal holding company 
personal holding company subchapter A net surtax liability is either $1,566.39 or $1,316.85 
income, the income tax liability must first The latter amount was judged improper 
be computed on Form 1120, because this is since it was based on a deduction of 
stated by section 505 (a) (1) to be a deduc- $4,794.75, the alternative income tax which 
tion from personal holding company net the court had determined was erroneous 
income. Where the income reported in- The amount of $1,566.39 was arrived at by 
cludes a net long-term capital gain or a net the use of a $3,779.22 deduction, the income 
long-term capital gain in excess of a net tax determined in the “regular” way. 
short-term capital loss, the alternative The Commissioner asserted 
method provided in section 117 (c) (1) is holding company 
available if and only if it produces a less $2,522.74 for 1948 
tax than the normal tax and surtax com- 


a personal 

surtax deficiency of 
The computations of the 
petitioner and respondent follow: 


Petitioner Respondent 
Total partial tax and maximum capital gains tax using 

income tax deduction of $3,779.22 computed in the 

“regular” way (see above) $ 5,044.29 $5,044.29 
Less: Portion of income tax under Chapter 1 attributable 

to excess long-term gains 3,477.90 


Alternative personal holding company $ 1,566.39 


The petitioner computed the amount of 
$3,477.90 as follows: 


Total Chapter 1 income tax $3,779.22 
Less: Income tax on income exclusive of excess long 
term gains 
Net income $28,744.94 
1 


Less: Excess long-term gains 9,179.00 


$ 9,565.94 
Less: Dividends received credit (85% x $9,565.94) 8,131.04 


Normal tax and surtax net income $ 1,434.90 


Income tax liability, excluding excess long-term gains 
($1,434.90 x 15%, plus $1,434.90 x 6%) 301.32 


Income tax attributable to excess long-term gains $3,477.90 


he Commissioner coinputed the amount 


Tax Court ruled that the amount of 
»f $2,521.55 as follows: 


as determined by the Commis 

Total Chapter 1 income tax $ 3,779.22 sioner was the proper personal holding com 

Excess long-term gains 19,179.00 pany surtax liability 

Net income $28,744.94 : ‘ 

Percentage Chere is little to be said for either the 
($19,179.00/$28,744.94) 66.7213% contention of the petitioner or that of the 

Income tax attributable to excess respondent in their determination of the 
long-term gains (66.7213% x amount of income tax applicable to excess 
$3,779.22) $ 2,521.55 long-term gains 
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received credit has an important effect on 
The author, a New York CPA, is the amount of the tax on “ordinary” income 
associated with the firm of 4 method which prorates the total tax 


Maurice Kipperman, CPA, New York over net taxable income, giving effect to 


: : , the dividends received credit, would result 
City. He is associate professor of . = 


, in a more equitable allocation of the income 
accounting at Seton Hall. 


tax applicable to excess long-term gains 
than the method of either petitioner o1 
Che method proposed by the petitioner ts respondent Inasmuch as the dividends 
based on the assumption that all deductions received credit is directly applicable to 
trom gross income to arrive at net income domestic dividend income, proper consid 
are deductible from “ordinary” income. By eration should be given to the effect of 
subtracting the income tax applicable to said credit in making an allocation of the 
“ordinary” income, less all deductions from income tax between “ordinary” income and 
the total tax, the portion applicable to excess long term gains 
excess long-term gains is obtained aol : 
Che following computation eliminates the 
The respondent avoided defect by shortcomings enumerated above and deter 
prorating the total income tax over the mines most adequately “the effective rate 
gross “ordinary” income and gross excess to which the net long-term capital gain 
long-term gains, but failed to give any con would be subjected” mentioned in the Spe 


sideration to the fact that the dividends cial Ruling of March 8, 1946 


“Ordinary” Excess Long 
Total Income Term Gains 
Dividends $13,975.00 $13,975.00 
Other income 96.57 96.57 
Excess long-term gain 19,179.00 19,179.00 


Totals $33,250.57 $14,071.57 $19,179.00 
Deductions +,505.63 
Applicable to “ordinary” income 
($14,071.57/$33,250.57 of $4,505.63) 1,906.77 
Applicable to excess long-term gains 
($19,179/$33,250.57 of $4,505.63) 2,598.86 
Net income $28,744.94 $12,164.80 $16,580.14 
Dividends received credit (85% x $13,975) 11,878.75 
Applicable to “ordinary” income, as 
limited (85% x $12,164.80) 10,340.08 
Applicable to excess long-term gains 
($11,878.75 less $10,340.08) 1,538.67 


Net taxable income $16,866.19 $ 1,824.72 $15,041.47 


Ratio of net taxable excess long-term gains to net taxable income 
($15,041.47/$16,866.19) 89.181% 
Income tax $ 3,779.22 
Income tax attributable to long-term gains (89.181% 
$3,779.22) $ 3,370.35 


[o summarize, the United States Tax tor disagreement [The method proposed 
Court’s decision in Clarence ( ompany clearly by the Commissioner and affirmed by the 
indicates that a taxpayer may not elect to Court prorates the income tax determined 
pay the alternative income tax when the in the “regular” way over the gross amount 
income tax computed in the “regular” way of excess long a teas and the — 
amount of “ordinary” income No consid- 
eration is given to the effect of the divi- 
dends received credit on that portion of the 
income tax allocable to “ordinary” income. 
excess long-term gains may be a subject (Continued on page 858) 
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is less. However, the court’s decision with 
respect to a method of determining that 
portion of the income tax attributable to 





Broad Statutory Pattern... 
Special Categories of Abatement... 


Abatement of Interest and Penalties 


Statutory Abatement 
Under the Federal Tax Laws 


By MYLES A. CANE 


BATEMENT serves many masters in Broad Statutory Pattern 
the law Contracts, equity, trusts and : 

sy 6 ae gay Phe. ; es Pattern. lowing the tax collectio 
and pleading—to name a few—call 


provisions, hapter 65 of the Internal Rev 


doctrine for different purposes 


a ( ) 4° authorizes the abate 
abatement is defined as “a reduc 


A ment redit and retund of tederal taxes 
yr a diminution.” * In tax 


[hese s 10 permit the Commissionet 
reduction in tax liability 


and taxpayers to readjust tax liabilities and 
referred to as an abatement, 


. collections Abatement as art of this pat 
me had a clear and | I 


tern is n a new concept in the Internal 


abatement pro 
mimissioner had the 


d tax liability 
abate excessive assessments a 
Revenue Act of 1918.° Today, 
hi] 


ssed, 
assess 
ment prior mpulsory payment. Matter 


in defens t 1 ollection of tl 


\ specialize d abatement se: 


abatement provisions of 


1 


1@ tax are 
Oe , , dinga neither 
inap] : cecding neithe 


collections, but 6404 


assessment 


abate Section 6404.—Section 6404 authorizes the 


d ipon secretary of t reasury, } ha del 


trolled com 7; | authority oh istrict director 


Che purpose o abi h paid orti of any t 


AX 
the abatement issessment, Or any ity in respect thereof 
laws, to de whicl ass | alter applicable statute 


the pattern lim or which 1s Ssively, ert 
vhether ¢ oneously or illegal sed.“ Moreover, 
I | standing 
practice y permitting 


0 abate the unpaid 


See Black, Law Dictionary (4th Ed., 1951) “See Stitzel-Weller Distillery, Inc v. U. 8 
p. 15 19-1 ustre § 9137, 82 F. Supp. 50 (DC Ky.) 
Work cited at footnote 1 Porter v. County Commissioners, 71 Mass. 365 
See, for example, footnote 61 (1855). The present 


federal statutory provisions 

‘Gulf States Steel Company wv. U. 8., 1932 are cited throughout this article 
CCH { 9092, 56 F (2d) 43, 46 (CCA-5), aff'd 1954 Code, Secs. 6301-6344 
3 ustc | 989, 287 U. S. 32 (1932) * 1954 Code, Secs. 6401-6420 

Gulf States Steel Company v. U. 8., cited at ' See Sol. Op. 92, 4 CB 325 (1921) 
footnote 4 This case defines abatement as a ” See pp. 847-849 

partial reduction or annulment’’ of a_ tax Secs. 273(j), 873, 1014, and 3770(a)(1) 
If the tax be wholly abated, it is as if no 
asséssment had been made; and if the tax be 1954 Code, Sec. 6404(c). See footnote 15 
partially abated, and the residue paid, then all Proposed regulations, Sec. 301.6404.1 (1954) 
that has been duly assessed has been paid.’ * 1954 Code, Sec. 6404(a) 
Billerica v, Chelmsford, 10 Mass. 394, 396 (1813). 


and 
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Mr. Cane is a member of the Virginia bar 
and is now employed at the law office of 
Sidney Cohn, Palisades Park, New Jersey. 


parts ssment if the nece 


SSary 


administration and collection costs do not 


15 


warrant the collection of the amounts due 


However, 


cludes taxpayer! 


since the statute expressly pre 
from filing a claim for the 
abatement of income, gift and estate tax 
a essment 
the district 
ot these 


claim for the 


only the unilateral action ot 


directors can abate ass« 


ssments 


taxes. But taxpayers may file a 


abatement of any other type 


of tax assessment “if more than the correct 


amount ot tax, interest, 


additional amount, 
addition to the tax or assessable penalty is 


ass ed but not paid to the district director.” ” 


Operation and effect.—Permitting a vol 
untary adjustment of tax liability, the abate 
ment provisions are operative only 
and before the 


Obviously, if 


alter a 


tax is assessed 


assessment 


is paid an assessment is not 


made, there is no assessment which can be 


‘6° 1954 Code, Sec. 6404(c). Abatement founded 
on prohibitive administration and collection 
costs is controlled by uniform rules promulgated 
by the Secretary (Code Sec. 6404(c)). The 
statute is intended to allow, but does not re- 
quire, abatement under these circumstances (S. 
tept. 1622, 83d Cong., 2d Sess. (1954), p. 581). 
The Treasury has abated taxes which do not 
warrant collection since before 1921 (see T. D. 
3260, 5 CB 243 (1921)). 

“ 1954 Code, Sec. 6404(b). 

“ Proposed regulations, Sec. 301.6404.1(c). 

Each claim for abatement under this section 

{should] be made on form 843 and : 
[should] be filed with the district director for 
the internal revenue district in which the tax 

[is] assessed."’ 

*See Kavanagh v 
Wyandotte, 43-2 usr 
(CCA-6); L. O. 833, 1 CB 249 (1919) 

” See ©. D. 634, 3 CB 308 (1920) 

” See 1954 Code, Sec. 7422. 

* See, for example, John Wanamaker, CCH 
Dec, 6759, 22 BTA 487 (1931), aff'd, 3 usrc § 1017, 
62 F. (2d) 401 (CCA-3); Matteawan Manufactur- 
ing Company, CCH Dec 1684, 14 BTA 789 
(1928); Continental Accounting & Audit Com- 
pany, CCH Dec. 819, 2 BTA 761 (1925) 

Sec. 6404(b) now expressly precludes claims 
for the abatement of income, gift and estate 
tax assessments. The Treasury Department will 
not abate a tax assessment and find a deficiency 


846 


First National 
7 9681, 139 F. 


Bank of 
(2d) 309 


November, 1955 °@ 


abated. Neither can an assessment in a ten 


until a final return 

After the tax 1s 
paid, the assessment cannot be abated, but 
the taxpayer can file a claim for 


tative return be abated 


is completed and filed.” 
refund.” 
While formerly, under some circumstances, 
could 
Court 


abatement 
diction on the 


a claim for confer juris 


‘Tax without a formal 
finding of a deficiency,” this is no longer 
Generally, when an assessment 


is abated the 


pe ssible.* 
assessment is void and cannot 
be reinstated nunc pro tunc by rescinding the 
abatement.” Abatement relieves a taxpayer 
of all liability with respect to 
erroneous assessments.” 


illegal or 
However, the abate- 
but uncollectible tax as- 
relieve the 
The latter of abate- 
bookkeeping entry 


ment of a lawful 


sessment does not 


his tax liability.” 


taxpayer of 
type 
ment 18 a 


mere which 


Simi- 


with respect to the same assessment. There- 
fore, since the taxpayer's self-imposed assess- 
ment is the only assessment which can be abated 
and the Treasury Department can collect the 
self-assessed tax without issuing a deficiency 
letter, the taxpayer cannot preclude collection 
of the self-assessed tax but must pay the tax 
and file a claim for refund 

Notice that a deficiency is defined as the 
amount previously assessed less the amount of 
rebates which include abatements. See Code 
Sec. 6211. 

% Carney Coal Company, CCH Dec. 
BTA 1397 (1928) accord, C. BE. McCutchen, 
CCH Dec. 5169, 16 BTA 569 (1929). However, 
unlike abatements attributable to the computa- 
tion of the tax, an abated assessment is not 
void if abated because of a mistake as to the 
proper taxpaying entity. Thus, the abatement 
of a corporate assessment does not destroy the 
identical assessment against the same entity as 
a partnership. Jn re Glover-McConnell Company, 
1926 CCH { 7050, 9 F. (2d) 683 (DC Ga., 1925) 

* Carlin v, U. 8., 51-2 ustce § 9465, 100 F. Supp. 
451, 454-455 (Ct. Cls.) (dictum). 

* Carlin v. U. 8., cited at footnote 24; Sugar 
Run Coal Mining Company v. U. 8., 37-2 ust« 
{ 9465, 21 F. Supp. 10 (DC Pa.) 

* See Carlin v. U. 8., cited at footnote 24; 
Kroyer v. U. 8., 1932 CCH { 9040, 55 F. (2d) 
195 (Ct. Cls.). 


clears the district director’s books.” 


3702, 10 
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larly, taxpayers should not be relieved of 
tax liability when their assessments are 
abated because of prohibitive administration 
and collection costs under Section 6404(c). 
As when uncollectible assessments are 
abated, these abatements expedite tax ad- 
ministration and do not 


or illegal assessments. 


correct erroneous 


Reassessment and statute of limitations.- 
Although the voluntary abatement of an 
illegal, erroneous or 
relieves the 


excessive assessment 


taxpayer of his tax liability, 
abatement does not estop the Commissionet 
same tax.” A new 
assessment is permissible any time before 
the statute of How 
ever, assessments abated on the grounds of 
factual error 


from reassessing the 


limitations expires.” 
cannot be reass« ssed, because 
binding and 
But a tax can be 


the prior factual findings are 


cannot be re-examined ” 
reassessed if abated because of an erroneous 


construction of the normal 


law.” Under 
circumstances the tax must be 
within three years after the 
or due, whichever is later.™ 
claim for does not 
limitations 


collection of 


reassesse€ d 
return is filed 
Moreover, a 
extend the 


which re 
2 


abatement 
six-year statute of 
stricts the 


assessed 


taxes 


Special Categories 
of Statutory Abatement 


Jesides the broad abatement provisions 
of Section 6404, the Internal Revenue Code 
contains other more specific and narrower 


abatement sections Unlike the jeopardy 


assessment provisions, which are similar to 
Section 6404 in the sense that abatement is 
discretionary in both, the sections pertaining 
to deceased members of the Armed Forces 
and to insolvent banks operate automatically 


under prescribed conditions. ‘These latter 


* Alexander T. Sokolow, CCH Dec. 6728, 22 
BTA 349 (1931): L. G. Wolfe, CCH Dec. 6373, 
20 BTA 1065 (1930). Abatement does not con- 
stitute a closing agreement within Sec. 7121 of 
the 1954 Code. See M. A. Nicholson, CCH Dec 
6792, 22 BTA 744 (1931) 

*See Carlin v. U. 8., cited at footnote 24; 
Carney Coal Company, cited at footnote 23. 

* Penrose v. Skinner, 1 ustc { 82, 298 F. 335 
(DC Colo., 1923) 

”T. T. 1966, ITI-1 CB 215 (1924). 

*! See 1954 Code, Sec. 6501. 

2% See G. C. M. 2757, VII-2 CB 302 (1928); 
1954 Code, Sec. 6501 For the statute limiting 
collection after assessment, see Sec. 6502 
Neither does a bond filed with a claim for 
abatement constitute the ‘‘written consent 
signed by both parties’’ required by Sec. 6502 
to waive the limitations on collection after 
assessment J. B,. Dortch, CCH Dec. 5885, 19 
BTA 159 (1930); H. W. Lieber, CCH Dec, 4497, 
13 BTA 1175 (1928). But see Bryant-Link 
Company v. Hopkins, 1931 CCH { 9208, 47 F. 


Abatement 


categories of abatement stem from a Con- 
gressional policy of leniency or gratitude, 
rather than from any justifiable tax abate 
ment concept such as underlies Section 6404 
and the jeopardy 
provisions. 


assessment abatement 


Jeopardy assessments.—Generally, statu- 
tory restrictions preclude the Commissioner 
from immediately assessing and collecting 
deficiencies with respect to income, gift or 
* But that 
the assessment or collection of a deficiency 
or tax is jeopardized by delay, the tax can 
and collected immediately.” 
However, the taxpayer can stay the collec 
tion of a jeopardy assessment by posting a 
bond.” ‘To allow the 
with respect to the jeopardy 
of deficiencies, the Internal Revenue Service 


estate taxes. when he decides ™ 


be assessed 


correction ol! errors 


assessment 


can abate any excessive unpaid portion of a 
jeopardy assessment before the decision of 
the Tax Court” or, if it finds that no jcop- 


ardy exists, can abate the entire jeopardy 


before the decision of the 
if no petition is filed, before 
the time for filing expires.” 


assessment either 
‘Tax Court or, 
‘The Tax Court 
has jurisdiction to redetermine the entire 
amount of the deficiency, including those 
amounts assessed or abated in ‘jeopardy, 
and is notified of all jeopardy assessments 
and all abatements of 
ments.” 


jeopardy assess 
If collection of the jeopardy as- 
sessment is stayed during the Tax Court 
proceedings, the amount which 
exceeds the deficiency redetermined by the 
Tax Court is automatically abated when the 
decision of the More- 


portion of a jeopardy 


assessed 


court becomes final.” 
over, whenever any 
assessment whose collection has been stayed 


by the filing of a bond is abated, the tax- 


payer can request that his bond be pro 


(2d) 1068 (CCA-5). However, the government 
can sue on the bond and the statute limiting 
eollection is no defense (U, 8. v, John Barth 
Company, 1 ustc {§ 402, 279 U. S. 370 (1929)), 
even if the bond is executed after the statute 
runs (U, 8. v. Wyoming Central Association, 
§ 1272, 70 F. (2d) 869 (CCA-10, 1934)). 
since the action is for breach of the bond's 
condition (U. 8. v, Oswego Falls Corporation, 
40-2 ustc § 9590, 113 F. (2d) 322 (CCA-2)). 

% See 1954 Code, Sec. 6213 

“This decision is in the sole discretion of 
the Commissioner. Hutchinson Coal Company, 
CCH Dec. 7305, 24 BTA 973 (1931), aff'd, 3 usr« 
{ 1087, 64 F. (2d) 275 (CCA-4), cert. den., 290 
U.S. 652 (1933). 

* 1954 Code, Sec. 6861 (income, gift and estate 
taxes), Sec. 6862 (other taxes). 

* 1954 Code, Sec. 6863. 

1954 Code, Sec. 6861(c). 

* 1954 Code, Sec. 6861(g). 

*” 1954 Code, Sec. 6861(c). 

” 1954 Code, Sec. 6861(g) 


4 
i ust 








The government undoubtedly finds 
abatement a convenient but 

not indispensable working tool, says 
the author. It allows district 
directors not only to write off tax 
liabilities that are too expensive 
to collect, but also unilaterally 


to correct excessive billings. 


While the abatement 


of a jeopardy assessment does not effect the 


portionately reduced.* 


statute of limitations contained in Section 
6501, which restricts the assessment and 
collection of taxes, this statute is auto 


matically suspended from the time the 


jeopardy assessment is levied until ten days 


after it is abated.” 


Except for excessive assessments, which 


are automatically abated at the time of the 


Tax Court decision, the abatement of jeop 


assessments is similar to abatement 
Section 6404 
only on the unilateral and voluntary 
of the Internal Re 


instance does the taxpayer have any control 


ardy 
under Both become operative 
action 
In neither 


venue Service 


over the situation. Both allow readjustment for 


past errors in order to reflect tax liability 


correctly 
Deceased members of Armed Forces. 
Code 


service 


Displaying Congressional 


Section 692 abates 


gratitute, 


SOOTTNE de eased 


inen’s income taxes Chis section appli 5 
" 1954 Code, Sec. 6863(a) 
* 1954 Code, Sec. 6861(g) 


“ This includes officers of the United States 
Coast Guard and Geodetic Survey (1. T. 3655, 
1944 CB 463, modified, I. T. 4061, 1951-2 CB 13), 
but does not include CAP members not entitled 
to servicemen’s tax benefits (I. T. 3656, 1944 
CB 79) 

* "Induction period’’ and ‘‘combat zone’ are 
both statutorily defined. See 1954 Code, Sec 
112. The ‘induction period” replaces the spe 
cifle termination date used in prior acts. See 
1939 Code, Sec. 154 

* Sec, 692 applies only to taxable years after 
June 24, 1950, or those years specified in prior 
law Sec. 421 of the 1939 Code contained a 
similar provision and applied to the taxable 
years from December 6, 1941, to January 1, 1948. 

Besides abating assessed but unpaid taxes, 
Sec, 692 also precludes assessment if none has 
been made, and provides for the crediting or 
refunding of the appropriate tax if it was 
collected 

For joint 
1(b) 

“ 1954 Code, Sec. 692(2). See, also, Regs. 118 
Sec. 39.154-1(a)(2); Lupia Estate v. Marcelle, 
54-2 uste { 49,049, 214 F. (2d) 942 (CA-2) 

* 194 Code, Sec. 692 


returns, see 118, Sec. 39.154- 


Legs 
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to any member of the Armed Forces of the 
United States “ during an induction 
period, combat zone,“ or from 


incurred in a 


Ww ho, 
dies in a 
disease of 


vounds, injury 


combat zone It abates any unpaid tax 
assessment imposed for the year the service 
aiter he 
Further- 


more, it abates income taxes from any tax 


dies, or for any ending 


served in a 


man yCal 


first combat zone.” 
able year which are unpaid at the serviceman’s 
death.” 

additional 
These 


eased’s 


Interest, additions to the tax, and 
similarly 

benefits extend to the de 
that 
remains 


amounts are treated 
Statutory 
estate’s 
the taxable 
death.* 
a trust 
tributed 
statute does not extend to fiduciary 
taxes.” But and 


income for 
which 


part ot 


year after his 


However, they do not accrue to 


even if the serviceman is an undis 

income beneficiary, because the 
income 
cannot be 


trusts estates 


treated differently on the rationale that 
trusts involve fiduciary income taxes. Con 
gress realized this, and in 1951 allowed 


deduct accumulated for 


deceased servicemen in computing their net 


trusts to income 


vt) 


income However, this change is not in 
corporated in the Internal Revenue Code of 
1954 and, at least until the 


are issued, thus impliedly is repealed 


new regulations 


Taxes assessed against 
bank be 


comes insolvent or bankrupt if collection of 


Insolvent banks. 


any bank™ are abated when the 
the tax will diminish assets which are neces 
sary for the full payment of its depositors.” 


This 


depositors and not the 


provision intends to benefit only the 


bank Howeve 


*“ Lupia Estate v. Marcelle, cited at footnote 
16. But see Bickerstaff v. Allen, 52-2 ustc % 9561, 
200 F. (2d) 181 (CA-5), rev’g 52-1 ustc { 9186 
102 F. Supp. 840 (DC Ga.), which said this 
section intended to benefit the estate. 

” Lloyd v. Delaney, 50-1 ustc { 9308, 181 F 
(2d) 941 (CA-1) 

” See 65 Stat. 517 (1951), 26 
note (1952); see King v. U. 8., 53-1 ust 
112 F. Supp. 804 (Ct. Cls.) 

* As used here, a bank includes ‘‘any national 
bank, or bank or trust company organized un 
der State law, a substantial portion of the busi 
ness of which consists of receiving deposits and 
making loans and discounts Regs. 118, Sec 
39.3798-1(a) 

71954 Code, Sec. 7507(a) Besides abating 
assessed but unpaid taxes, this section precludes 
assessment if none has been made and provides 
for the refunding of the tax if it was collected 

This section does not apply to social security 
taxes. Sec. 7507(d) 

Moreover, if depositors release or discharge 
a bank for any part of their claim, in exchange 
for a lien on subsequent earnings, claims 
against segregated assets, or assets transferred 
to an agent or trustee, taxes cannot be assessed 
or collected if they will diminish the assets 
available for the full payment of the depositors 
claims. Sec. 7507(b). 

% See Regs. 118, Sec. 39.3798-2(a) and (d). 
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where under state law the claims of general 


creditors share equally with 


since the claims of both groups are 


depositors, 
satisfied 
general creditors are 
tended beneficiaries - 


simultaneously, unin 
Chis section does not 


complete tax immunity; whenever 


collection is possible without diminishing 
the assets necessary to pay depositors, the 


abated assessment can be reassessed and the 
tax collected.” Abatement 


suspends the 


under this sec 


tion 


tatute of limitations 


restricting tax and collections 


abated 


assessments 


during the time the tax is and for 


90 days 


thereafter.” 


Abatement of Interest and Penalties 


As is 
t tax 


often the case with the abatement 


assessments, frequently interest and 


penalties incorrectly invoke the doctrine 
i abatement in a loose nonstatutory sense.” 


However, the 


abatement of in- 
divided into two 


Statutory 

erest and penalties can be 
categories 
attributabl 


tax ass¢ 


interest and penalty abatements 
to (1) unabated and (2) abated 
ssments 


Interest and penalties per se.— Thx 
loes not provide for 


erest and 


Statute 
the abatement of in 


attributable to 


t unless 


penalties 


abated taxes. Conceivably, Sections 6601 
(f)(1) and 6671(a)” write interest and pen 
ilties into the word “taxes” wherever the 
word is used in the Code and permit the 
application of Section 6404 to interest and 
penalties At least, Section 6404(c), which 


illows tax abatement whenever administra 


tive and collection cos 
be extended justifiably to 


nd pet 


evel interest 


ts are prohibitive, ca 


include interest 


alties On the rec 


how 


rd to date, 


and penaltie s by themselves 


cannot be abated Chus, without a statutory 
| \ n to the contra the penalty fo 
Stantially nderestimatit the estimated 
i ca t be ibated b 1 that rea 
‘See Regs. 118, Sec. 39.3798-9(b); T. D. 4958 


(Sec. 464A.11(2)), 1940-1 CB 7 


1954 Code, Sec. 7507(c)(2): see, 


118, See. 39.3798.2(d) 


also, Regs 


1954 Code, Sec 
Phu a abate a 
1 fraud which is a civil administra 
ive sanction and not a penal sanction (4 
Estate 1 
(2d) 188 
| 


7507 (¢) (4) 

taxpayer's death does not 
penalty 
cadron 
Commissioner, 54-1 ustc © 9355, 212 F 
(CA-2)) These penalties can be as 
essed collected after a taxpayer dies 
(Kirk vw. Commissioner, 50-1 © 9169, 179 F 
(2d) 619 (CA-1)) As in the case of some torts 


leath does not abate the liability However, a 
from a dead 


penalty 
offender 
* These sections are set 
H. R,. Smith, CCH Dec. 19,762, 20 TC 663, 
668-670 (1953) (dictum) However, in 
statute was changed so that this penalty could 


and 


cannot be collected 


forth in footnote 67 


Abatement 


and penalties do not 


1943 the 


dereliction.” 
And interest on deficiencies does not abate 


sonable cause exists for the 
when the deficiency is reduced subsequently 
back a net 


practical 


by carrying loss.™ 


operating 
interest 
to be abated if 
Abatement 


allows the correction of erroneous, illegal 


However, in 
] 


operation, 
have 
the underlying tax is not abated 


and 
only 


excessive assessments, but the 
payment of the 


interest 


Statute 


demands correct 


amount ol! and penalties Recog 


nizing this by specifically failing to permit 


the abatement of interest and penalties, the 
statute substitutes conditions upon which 
interest and penalties will not be 


\s an example, the 


imposed 
1 per cent penajty im 


posed for tendering a bad check ts inap 
plicable if the check is tendered in good 
faith and with reasonable cause to believe 
the check would be paid.” 

Interest and penalties with taxes.— here 


is a surprising lack of uniformity and clarity 
respecting the and 
Since 


assessment in 


abatement of interest 
penalties attributable to abated taxes 
the amount of a jeopardy 


cludes the interest and penalties incurred 


in connection with the underlying tax,” the 
abatement of a 


provisions controlling the 


jeopardy assessment provide the 


and 


treatment 
Similarly, the 


servicemen’s tax 


lor interest 


sections abating 


penalties 
cle cease d 
assessments expressly apply to the interest and 
J] 


penalties with respect to those assessments.® 


However, the provisions abating insolvent 


bank tax assessments do not 


mention in 
ae Possibly the 
this 


terest and penalties word 


“taxes” as used in 


section includes 


interest and penalties.” But, more likely, 


since imimunity and abatement cease under 


this section whenever tax collection is pos 
ble withe 


sary for the payment of depositors’ claims,” 


ut diminishing the assets neces 


interest and penalties should abate and be 


be avoided by showing 
1939 Code, Sec. 294(d)(2) 
” See Webster Interest on 
Inchoate Deficiencies,’' 8 Taa 
(1953) The statute now 
is to be computed until the end of the year in 
which the net operating loss occurs See 1954 
Code, Sec. 6601 (e) 
1954 Code, Sec 
examples where the 


reasonable cause. See 


Deficiencies and 
Law Review 481 
specifies that interest 


6657. There are 
statute substitutes condi- 
tions for abatement. Thus, no interest runs on 
a deficiency from 30 days after a taxpayer signs 
Form 870. See 1954 Code Sec. 6601(d) 
See 1954 Code, Sec. 6861(a) 
* See 1954 Code, Sec. 692 
™ See 1954 Code, Sec. 7507 
See 1954 Code, Secs. 6601(f)(1) and 6671(a) 
(set forth in footnote 67) 
“See Regs. 118, Sec 


numerous 


39.3798-2(d) 


849 



































along with the tax in order to give 


the section full effect 

Similar to the insolvent bank section, the 
general abatement Section 
6404 fail to abatement of in 
terest and related to 
abated tax Sections 6601(f) 
(1) and 6671(a) support the argument that 
the word used in Section 6404 


includes the interest and penalties imposed 


provisions in 
mention the 
penalties which are 


assessments 


“ 2 
taxes as 


on the basic tax liability.” so that tax assess- 
ments, interest and penalties would abate 
imultaneously and proportionately. But, 
although Section 6404 does not mention 
interest and penalties, it authorizes the 


abatement of any tax assessment “or any 


liability in respect thereof” and thus tends to 


negate the idea that the word “taxes” in 
cludes interest and penalties. (Italics sup- 
plied.) The regulations do not help to 
clarify this statutory language except in 


the cases involving taxes other than income, 


gift and estate taxes when they permit 
claims for the abatement of taxes, interest 
and penalties.” However, with respect to 


income, gilt and estate tax Ss, the re gulations 


authorize the abatement of “any assessment” 


and fail to qualify the character of the 
Logically, 
the interest and penalties attribu- 
table to the abated should be 
abate d Where and 
tion costs preclude the collection of a tax 
must prohibit the 
collection of the interest and penalties re 


lated to the 


assessment.” if a tax assessment 
is abated, 
assessment 
administrative collec- 


assessment, they also 
assessment. 
ults 
illegal interest 


and penalties attributable to the erroneous, 


Analogously, if 


abatement re alter an erroneous, ex 


cessive of assessment, the 


excessive or illegal assessment 


cannot remain unabated 


justifiably 


Conclusion 


From an administrative viewpoint, the 
various statutory abatement provisions per- 
form the 
liability 
fied, the permit a re- 
duction of the liability without the necessity 


same function. After a taxpayer’s 
is established but before it is satis- 
abatement sections 
of payment followed by a claim for refund 
The government undoubtedly 
ment a convenient but not 
working tool It allows 
not only to write off tax 


finds abate 
indispensable 
district directors 
liabilities that are 
too expensive to collect, but also unilaterally 
to correct billings. However, 
from the taxpayer’s standpoint, abatement 
does him the trouble of paying the 
liability and subsequently filing a claim for 
refund. However, aside from this advantage 
and discounting the advantage by the 6 per 


excessive 


Save 


cent interest which the taxpayer loses, 
abatement may be administratively incon 
sequential. If the district director refuses 
to abate a tax liability, the taxpayer must 
pay the tax and file a claim for refund. 
With respect to other than income, gift 
and estate taxes, the taxpayer must file a 


claim for abatement on Form 843, which is 
the same form used to claim a refund. Thus, 
unless the district director voluntarily abates 
the liability—except for the fact that where 
the taxpayer can file a claim for abatement 
he does not pay the tax the 
forced to pursue the 
incident to 


taxpayer is 
same administrative 
for refund 


[The End] 


steps filing a claim 


NO FLOOD OF DEDUCTIONS FOR OLD PLANT REPAIRS 


establish- 
were con 
structed long before the era of high 
construction costs 


Factory whose 


ments 


owners 
establishments which 


were damaged or 
recent floods face the 
problem of how to treat their recon- 
struction taxwise. Little com- 
fort is to be found in the 1942 case 
of Abbot Worsted Mills, Inc. v. Gagne, 
42-2 ustc J 9694 

There the owner had purchased the 
mill properties, which included an up- 
per canal and tailrace, for less than 
$10,000. The amount allotted to the 


destroyed in 


costs 


' Sec. 6601(f)(1) provides that ‘‘any reference 
in this title to any tax shall be 
deemed also to refer to interest imposed by this 
section on such tax.’ Sec. 667l(a) uses the 
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purchase of the canal and tailrace was 
$500. When these were damaged ex 
tensively by a flood, the reconstruc- 
tion cost to the taxpayer was $11,000. 
It was held that this latter sum was 
not deductible as a casualty loss since 
it constituted an expenditure which 
had to be capitalized and charged off 
over the life of the property. What 
the taxpayer allowed to deduct 
$500, less 
depreciation for three years (the length 
of time he had owned the property) 
at a rate of 2 per cent. 


was 
was the original cost, the 


same language but substitutes the word ‘‘penal 
ties’’ for the word ‘‘interest.’ 
™ See proposed regulations, Sec. 301.6404.1(c) 
*” See proposed regulations, Sec. 301.6404.1(a) 
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More Information 
About Trucking Taxes 
Sir: 


You will be interested to know, I believe, 
that there is more to the picture on pag 
700 of the September issue of TAxes than 
meets the eye. 


Contrary to the impression which is created, 
the average annual tax payments on the type 
of vehicle shown are nowhere near $4,480 
This figure only year’s 
highway use taxes—all estimated at the 
possible level—but $1,918 in 
manufacturer’s federal taxes which 
are paid only once, when the truck is put 
chased new, and which extend over the many 
years of the vehicle’s life. 


includes not one 


highest also 


excise 


Almost one half 
of the total tax load claimed is therefore not 
an annual payment at all 


Of the other hundreds 


of dollars are federal excise taxes on fuel, 
tires, tubes, etc. 


amount remaining, 


Such taxes, like the manu 
facturer’s tax on the new vehicles and the 
federal excise taxes on telephone calls, trans 
portation, jewelry othe 
general support ot 
government, and not as highway-user charges 
The 1954 edition of Motor Truck Facts, a 
publication of the Automobile Manufacturers 
Association, reports that in 1953, the latest 
year for which 


and thousands of 


items levied for the 


, are 


figures are available, actual 
highway-user charges paid on the average 
combination which in 
cludes the type shown in the picture, were 


$746 13 per ve hic le 


tractor-semitrailer, 


I am sure you know, however, that claims 


of total taxes paid by big trucks, whatever 
the amounts, are in themselves of little, if 
any, significance. They are significant only 
when related to the use which such vehicles 
make of the highway facilities provided, and 
to the added 


maintenance of highways 


amount ol 


construction and 


necessitated by 
such use 


Acq. and Non-acq. 


Consider, for example, the case of the 
heavy tractor-trailer which makes intensive 
use of highways, amounting often to 100,000 
or more miles a year, and the ordinary private 
automobile which averages about 10,000 miles 

year. The heavy 
weight and mileage gets approximately five 
times as much highway use as does the pas 
senger car or light vehicle for each 
cent of gasoline tax paid. This is because the 


vehicle on the basis of 


other 


average passenger Car, with a loaded we ight 
of two tons and obtaining 15 miles to a 
gallon, realizes about 30 ton-miles of high 
way use per gallon of gasoline, while a 
typical four-axle, tractor-trailer combination, 
with a gross weight of 30 tons and moving 
about five miles to a gallon, gets 150 ton 


miles per gallon. 


It is of course axiomatic, and an often 
demonstrated fact as well, that a highway, 
in order to accomodate heavy trucks, must 
be wider and much stronger, and have lesser 
grades than one adequate for only passen 
ger-car operation. The same is true of bridges, 
tunnels, underpasses and other 


incident to highway construction 


structures 
Numerous 
highway tests, such as the Maryland road 
1951, leave no doubt as to the tre 


mendously 


test ol 


higher cost of maintaming a 


highway under heavy truck traffic 


I think you will 


why I say there is more to the picture than 


readily see, therefore, 


meets the ey« 


Rosert S. Henry 


WASHINGTON, D. ( 


[The picture referred to showed a semi 
trailer “wallpapered” with dollar bills. It 
was a gimmick of the American Trucking 
Association to dramatize their battle against 
new highway taxes 
dent of the Ass 


roads, 


Mr. Henry, vice presi- 
Rail 
own tax ax to grind, 
is quick to supply the deflating pin to such 
a publicity balloon.—Editor. | 


ociation of American 


who has his 
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The Unused Brick 


The Forgotten Ninth Amendment 
B. Patterson. The Bobbs-Merrill Company, 
Ine 730 North Meridian Street, 
apolis 7, Indiana 1955 228 

W hile 
states Constitution 
the Ninth 
in the ¢ 
not be 


Bennett 


Indian 
pages. $4 


many amendments to 


the United 
been popularized, 


“The 


certain 


have 
Amendment Enumeration 
shall 
construed to deny or disparage others 


retained by 


onstitution of rights, 


the peopl os has gathered dust 


lo use the author’s words, it is the “stone 
which the builders refused, but it is in fact 
the cornerstone of the Constitution.” 

This book delves into the history of the 
Constitution and the first ten amendments 
Then it explains how seldom, and undet 
what circumstances, the Supreme Court has 
relied on the Ninth Amendment, an impor 
tant one dealing with an individual’s in 
herent rights. The author poses interesting 
questions as to how this amendment can 
fit into present situations which arise 
under the headings of labor law, tax law, 
criminal law and many other fields of law 

An insight into the philosophy of the 
Ninth Amendment and its place in our eco 
nomic and legal life can be gained from the 
following quotation from the author’s con 
clusion 

‘A century and three quarters is not a 


long time when we look far backward 
and look tar ftorward The great test of 
democracy, which is an emblem of the 
forces for good in the world, may now be 


at hand Democracy as we 


know it is 


comparatively young, and our marvelous 
country is one of the very youngest in the 
family of nations 

“There is one vast difference, however, 


the old democra 
which curbs the 
powers of the various departments of the 
government, and this enables the people to 
keep control of their government. It 


852 


between our country and 


cies. We live in a country 


has 


November, 
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stood the test of time so far, and will con 


tinue to stand the test of time if we will 
be constantly aware of the evils and dan- 
gers of unrestrained power in any form 


of government. We must be ever vigilant, 


lest gradual mutations and transformations 
become a menace to the separation of 
the powers of government. It is possible 


through the relaxation of 


restraint upon any 
of the departments of government through 
necessity or expediency, that our very form 
of government could 


under 


actually be changed 
without much 
as a single constitutional amendment 


our very eyes even as 


] 


“We must at all times be impressed with 


our duty to support and defend our Consti- 


tution. Democracy is an ideal. It is an 
expression of the aspiration for the com 
plete attainment of spiritual truth and 
justice among men. The best means of attain 
ing this ideal that has vet been formu 


lated is a republican form of constitutional 
government 
states ot 


The government of the United 
America under 


to all others 


our Constitution 


is superior 

“The only real danger is whether or not 
our people will prove themselves worthy of 
freedom by individually the 
highest degree of character and patriotism 


“We 


maintaining 


must 


overcome the forces of envy, 


selfishness, and apathy which have in the 

past destroyed self-government, and learn 

more of the lessons of self-discipline 
“Certainly there are injustices which must 


and will be 
maintain 


righted. But as long as we 


our free school system and equality 


of opportunity for everyone, and as long as 


we have the universal ballot, our people will 
become conscious of injustice, and they 
have always proven that they are 
provide relief 
a human 


justice. 


ready to 


Law is not perfect. Law is 
define and 
Its human quality shows 


must be imperfect in some respects. 


attempt to dispense 
that it 

How- 
ever, as our people are self-governing, there 
is much greater probability of adjustment 
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of wrongs than where justice is dispensed 
by one or by a few. 


“If we believe in private ownership of 


property, then we must realize that some 
of us will have greater material wealth 
than others and none of our people can 
permit themselves to rankle and become 


bitter, because it is a part of our system to 

believe in private ownership of property. 
“Oftentimes 

minds of 


there is a confusion in the 
ordinary people as to what are 


the true standards of judging success or 
failure. Many people are inclined to feel 
that they have not lived a successful life 


because the work which they have accom 
plished has gained no public recognition or 
acclaim, or because they have not amassed 
a fortune. Yet these same people have lived 
the ordinary simple life of 


service. It may be 


love and 
that in the last few 
overemphasized or vul 
Possibly we need to 
preach a little more that money and prop 
erty 


and 
decades we have 
garized ambition. 
are not the real source of happiness, 
nor the proof of a successful life. The suc- 
cessful life is a life of service, and happiness 
comes from unselfish purposeful 
work. A have to possess 
a large bank account, or live in a mansion 
and possess the things that go with it, in 
order to take pride in his life and accom 
plishments. A man is a success if he has 
‘the right job and the right woman’. 


love and 


person does not 


Enough if something from our hands 


have power 
To live, and act, and serve the future 
hour, 


And if, as toward the silent tomb we go, 

Through love, through hope, and faith’s 
transcendant dower, 

We feel 


know.’ 


that we are 


greater than we 


“The people who are happiest are those 
who live simply but have a high ‘standard 
of thinking. 
you 


You have done your part if 
have tried best to develop that 
personality which is yours and yours alone 


your 


“If you would take time to consider, you 
would realize that you are a wonderful and 
worthwhile person 
Deity in 


You have a part of the 
your infinite being. You are the 
final work of God, and you are so impor 
tant in His plan that you have been created 
as an individual. You possess a personality 
that no other person in the world possesses 
You have the opportunity to live a life that 
no one live. You can serve the 
world in a way that no other person can 
serve 


else can 


You have duties and responsibilities 


Books 


that cannot be performed by anyone else. 
You have a purpose in life that no one else 
can fulfill. Mankind is the final work of 
God, and you as an individual are one of 
masterpieces. You have an equal 
chance of achievement, and your success is 
limited only by the amount of effort 
are willing to expend. As a citizen of the 
United States of America, you are given 
the greatest opportunity to live a purpose 
ful life, to develop your native ability and 
to pursue happiness for yourself and your 
loved ones that the world has ever 


“The Ninth Amendment to our Consti 
tution is a guarantee of our individual pet 
sonality. It makes you realize that of all 
the people in the world, there is no one 


( 10d's 


you 


known 


like you. It impresses upon you that you 
have been purposely created as an indi 
vidual, and have been endowed with gifts 


and personal genius that no one else pos 
You are an important 
and you 
that has not 


sesses 


and worth 
live under a 
forgotten you as 


May you always continue to 


while personality 
government 
an individual 
fight for and believe in a government that 
believes in you. 


“May all of us be humbly grateful to a 
Creator who has endowed us with a soul, 
and a constitutional government which guaran 
tees to us the right to own it.” 


Progressivity of Tax Rates 
and the Whole Economy 


A Tax Problem for Economic Growth 
National Association of Manufacturers, 
2 East 48th Street, New York 17, New 
York. 1955. 55 pages. $1. 


The History and Philosophy of Taxation 
Randolph Paul, Roy Blough, Bolon B. Tur 


ner, E. Barrett Prettyman, Joel Barlow, 
Mark Richardson and C. Lowell Harriss 
College of William and Mary, Williams 


burg, Virginia. 1955. 95 pages. $1. 
Too often, valid theories suffer a deterio 


ration because of the habit so many have 
ot paying lip service to the theory whereby 
its original meaning is expanded and some 
times lost, as, for instance, the theories of 
democrac Y, 


ability to pay 


liberalism, states’ rights and 
Ability to pay is a theory 
applied to the justice of taxation. It is often 
credited to famous Scotchman Adam Smith's 
Wealth of Nations. It 
rates over graduated Under the 
graduated-rate theory, a person with an 
income of $200,000 annually has 100 times 
more the ability to pay a federal income tax 
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favors progressive 


rates 








than a person with an annual income of 
$2,000. So, if $2,000 is taxed at 20 per cent, 
or $400, $200,000 should be taxed at only 
20 per cent, or $40,000 

This is one way to look at ability to pay 


The federal and state income taxing stat 


utes, however, take a dim view of this and 
hold that the larger income should pay 
more than just a simple multiplication of 
the same tax rate. Under the progressive 
ability-to-pay theory, this example is ex 


panded. Whereas the $2,000 income earnet 


pays approximately $400 in tax, the $200,000 
earner pays $156,820 under our present fed 
eral 


rates. This is 392 times the tax paid 


smaller 


on the income. In 


other words, 
100 times greater than another’s 
is subject not to 100 
to 392 


an income 
times more tax but 
This 
disparity does not, under present-day think 
ing, 


times the lower income tax 


seem unconscionable 


Our unions keep up a ¢ chatter 


advocating a soak-the-rich tax program be 


onstant 


cause the rich have the 


ability to pay 
Whenever Congress makes a reduction in tax 
might be to taxpayers, 
union propaganda will condemn that part 
of the reduction which is applicable to in 
comes beyond those of 


rates, as tair as it 


their members and 
abandon of the dirty deal the 
vorkingman gets at the hands of his Con 


cry with 


wressman 


he pitfall in the ability-to-pay doctrine 
is, of course, that there is no definition of 
ability. As the i 
and 


unions see it, it is unfair 
a downright shame that there are tax 
payers who earn or receive $10,000, $20,000, 
$50,000, $100,000 or $200,000 annually and 
that these do not bear the total tax burden, 
thereby relieving “labor” of any tax at all. 
This substantiated by family 
budgets and by allusions to the high 


position its 


cost 
of living 


\ more 


will expre 


rational view of an ability norm 
ss concern that continued steeply 


progressive income tax rates will dry up 


ources of contributions to charity and to 
college and school funds, and savings 
The economist will look for some norm 


measured by a percentage of the 


income which can be 


national 
siphoned off by taxa 
tion. Colm has expressed himself that going 
beyond 25 per cent is playing dangerously 
with the welfare of the whole economy 
The businessman will look at steeply pro 
gressive threat 
and expansion of the economy. 
Steeply progressive rates of tax siphon off 
to government a part of what 
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rates as a to the continued 


necessary 


large would 
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and should be placed in investment for the 
expansion of the economy. 

The unions should take this long-range 
view in their own self-interest. But unfor- 
tunately unions oppose management ideas 
after a bare first glance, simply because of 
their origin. 
~The NAM makes a good case for capital 
formation in its recent booklet. For example, 
out of $30 billion spent for plant expansion 
four years ago, only $6 billion represented 
net expansion and 80 per cent or $24 billion 
was used to replace existing values 

More jobs are created by the 
of capital assets. With an ever-increasing 
population, this expansion—newly created 
job opportunities and capital 
must be maintained. 


Where this capital come from? 
From the investment of savings, that of all 
individuals as well as corporations, and 
savings come from earnings. It should be 
obvious then to all that high taxes penaliz« 
savings, investment, capital formation and 
new job opportunities. 


expansion 


formation- 


does 


The papers delivered at a conference held 
at the College of William Mary on 
April 15, 1955, are good reading alongside 
the NAM _ booklet Several of the very 
prominent thinkers in the field of taxation 
discuss this progressive ability-to-pay theory, 
commending it and justifying it in our in 
come tax structure 

Mr. Randolph E. Paul says: “It is im 
perative that American citizens understand 
how taxation works; how the tax revenue 


and 


is extracted from the economy; from whom 
it is being extracted; and what portion of 
the total is being paid by different groups 
in the country. The democratic 
requires intelligent discussion of taxation at 
the grass 


process 
roots level as a basis for many 
political decisions to be 
the future if we are to toward 
increased prosperity and a better life for 
all Americans.” 


critical made in 


progress 


Mr. Roy Blough says: “Some writers on 
taxation condemn all special incentive tax 
measures as being a violation of the prin- 
ciple that taxes should be for revenue only. 
I find myself unable to accept either the 
principle or the conclusion. Every tax sys 
tem inevitably redirects economic activity 
to some extent, and the redirection might 
better be along desirable than undesirable 
lines. On the other hand, I am very dubi- 
ous about the desirability of most special 
incentive proposals for a number of practi- 
cal reasons.” 
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Uranium Mining Taxation 


This is a review of ‘Federal Taxation 
of the Uranium Industry,’’ by Floyd K. 
Haskell. Rocky Mountain Law Review, 
June, 1955. 


Mr. Haskell is an attorney, Denver. 
The article 
concepts 


discusses the radically new 
introduced into the income tax 
laws pertaining to mining by the Revenue 
Act of 1951 and the 1954 Code. Basically, 
the uranium mining industry is taxed simi 
larly to other mining industries 


A mining company divides its activities 
into exploration and development. The line 
of division between the two is not, however, 
distinct. This introduces some complications 
in the figuring of tax deductions permitted 
under the laws 


Exploration expenses up to $100,000 in 
any one year, and for a period of four years 
only, are deductible under present law. This 
fixes the over-all limitation at $400,000. De- 
velopment expenditures, however, at the tax- 
payer's election, may be 
limitation 


expt nsed without 


The decision of the taxpayer whether to 
capitalize his 


during the 


expense o1 exploration ex 


penses taxable 


would to 
some measure depend upon how much he 
had spent and 


the future, 


year 


what the prospects were for 


since and 


deducting of 
one year would use up the 


permitted deduction ($100,000) for that year 


paying 


even $1 in any 


The article notes that expensés incurred in 
the exploration stage must be analyzed since 
there is accountable against the $100,000 
limitation only those expenditures which, but 
for the option, would have to be capitalized 

When capitalizing exploration or develop 
ment expenditures, the expenditures are “de- 
ductible on a ratable basis as the units” of 
ore are produced. This provision is unique 


Articles 


to the mining industry; it is not a privilege 
accorded to the oil and gas industry. 


The question of percentage depletion, an 
important one for the mining industry, is 
discussed in the article. Since percentage 
depletion is based on the gross income from 
mining, the question is one of what is in 
cluded in the term “mining.” While no 
position has been adopted by regulation or 


formal ruling, local offices of the Internal 


Revenue Service have held that where an 
integrated operation is involved—taxpayer 
owning both mines and mills—percentag« 


depletion may be taken on the value of the 
milled product. The article sees this as being 
in line with general Congressional intent to 
grant incentives for the 


discovery and pro 
duction of uranium 


A radical departure was taken by the 1954 
Code in determining the unit on which de 
pletion is computed. Under this new rule 
the owner may aggregate such or 2! of his 


“operating mineral interests” which “con 
stitute part or all of an operating unit.’ 
Within one operating unit, however, the 
owner is limited to one aggregation. Re 


maining interests must be treated as sepa 
rate and distinct depletable unit 


While nonoperating interests may not ordi 
narily be aggregated, an exception may be 
made in certain situations of undue hardship, 
such as might arise in connection 
payments or net 


with ore 
profits interest where an 
undue accounting burden would be placed 


on the taxpayer to maintain separate de 
pletion records 
The article concludes that while, in the 


field of taxation, uranium mining is treated 


as any other mining industry, special tax 
treatment may be necessary to accomplish 
the over-all purpose of Congress 
late the 


deposits. 


to stimu 


discovery and 


uranium 
This, the author maintains, will 
depend upon the attitude taken in adminis 
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mining of 








tering the statute. However, no amount of 
sympathetic treatment can change the limita 
tions on the deductibility of exploration ex 
penditures. With the uranium industry 


a whole in the exploration state, thes« 


as 


limitations may prove unduly restrictive 


Statutes of Limitation 


This is a review of ‘‘The Federal Income 
Tax Statutes of Limitation,’’ by Edmund 
D. Doyle. Ohio State Law Journal, 
Spring, 1955. 


Mr. Doyle is an attorney, Columbus, 
Ohio. 


This article reviews some of the changes 
made by the 1954 Code which affect periods 
of limitation in civil and criminal income tax 
proceedings. The tax practitioner will be 
working for several years with two sets of 
rules for limitations one set applying to 
taxes under the new Code and the other t 
taxes under the old Code This doubl 
standard will continue until the disputed 
questions arising under the 1939 Code ar 


disposed o! 


One change made by the 1954 Code was 
in the period of assessment A three-year 
period of limitation is now uniform for all 
taxes. Previously the three-year limitation 
applied only to the assessment of income, 
estate and gift taxes; for most other taxes 
the period of assessment was tour years 


The time limit for the assessment of taxes 
upon properly includable omissions from 
gross income that exceeded 25 per cent of 
the amount of reported gross income has 
been extended from five years under the 
1939 Code to six vears under the 1954 Code 


In two situations not covered by the old 
law, provision is made for the suspension 
of the statute of limitations on collection 
One 1s a case where any court has control 
or custody of the assets of the taxpayer 
(other than a decedent or an incompetent) 
Che suspension here extends six months be 
yond the period of the court’s control o1 
custody. It applies to all taxes and is not 
restricted to bankruptcies or receiverships 
The second situation is where collection is 
hindered or delayed because the taxpayer's 
property is located or held outside the United 
States. The statute is now suspended during 
this period for all taxes, but the total sus 


pension may not exceed six years 


The article points out changes that have 
been made in the rules regarding the time 


liness of refund claims Under the 1939 


Code, a refund claim was timely if filed 
within three years from the filing of the 
return. This is changed to three years from 
the date the return is required to be filed 
(determined without regard to any extension 
of the time for filing) or two years from the 
date of tax payment, whichever period pro 
vides the late: expiration date Where the 
taxpayer files no return, his claim for refund 
is timely only if made within two years fron 
the date of payment 


When claims are disallowed, the Commis 


ioner and the taxpayer, by agreement, may 


now extend without limit the two-year period 


for filing suit Under the old Code, the 
period could be extended only to the date 
of final decision in one or more specific cas¢ 
then pending before the court 

A totally new provision of the ne Code 
respecting claims for refund, that is pointed 
out by the article, is that, if the taxpayer 


files a written waiver of the requirement, 


and he is sent a notice of disall Vance oO 


his claim for refund, the two-year period 


for filing suit for refund begins to run o1 


the date the waiver is filed 


The article also lists changes that have 
been made in the statutes of limitation re 
garding criminal prosecutions. In such cases, 
where there has been an advance filing of 
the return or the advance payment of a tax 
the period of limitations, under the 1954 
Code, starts on the due date of the return or 
payment, rather than on the date of actual 


filing or payment, as previously 


Some changes have been made regarding 
the tolling of the statute in the absence of 
a person committing an offense W here 
previously the statute was tolled during the 
time the person was absent from the district 
where the offense was committed, it is now 
provided that the statute is tolled when the 
person committing the offense is outside the 
United States or is a fugitive from justice 


Extension of the period of limitations is 
also accomplished by filing a complaint wit! 
a commissioner of the United States befor: 
the limitations period has expired. Under the 
old Code, this extended the period until 
the discharge of the grand jury at its next 
session within the district. Under the ne 
Code, the period is extended to the date 
nine months after the filing of the complaint 
This technique of tolling the statute has 
some limitations, however. Under the rule 
of U. S. v. Dolan, 54-1 ustc 9 9104, 113 | 

757 (DC Conn 1953) the court 
could require the government to prove that 


| | 
there was a hearing on the c mplaint ind 
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th: 


be 
of 


Di 





that witnesses were examined under oath 
before the warrant was issued, or no tolling 
of the statute would take place 


Divorce and Taxes 


This is a review of ‘‘Tax Consequences 
of Divorce Decrees,"’ by Robert E. 
Mannheimer. lowa Law Review, Sum- 


mer, 1955. 


Mr. Mannheimer is an attorney, Des 
Moines. 


While divorce is essentially a problem of 
human relations, it is the thesis of this article 
that the alert lawyer intent upon doing a 
complete job for his clients should be in 


a position to point out the tax consequences 
attending child sup- 
The more to the 
attorney with a varied practice than to the 


alimony ort 
direc ted 


awards of 
port 


article is 


tax spec ialist 


The lack of shown by the 
lax Court and the various circuit courts in 
pinning the label of “install- 
ment” upon payments is pointed 
out, and the summarizes 
pears to be the law as follows 


consistency 


“peri dic” or 
alimony 


article what ap 


“[Wle find 
that payments for an indefinite period, re 
gardless of the each 
periodic and, thus, deductible 


size ol payment, are 
Payments of 
a lump sum in installments over a period of 
less than ten years, or payments of a specified 
amount for a specified period of less than 
ten years, are installment 
obligation, 


the payor! 


payments on a 
deductible by 
Payments over a period of more 


specific and not 


than ten years, even though the amount is 
certain and the period fixed in advance, are 
still considered as periodic payments and 
are deductible. The tendency today seems 
to be to find payments to be periodic and 
deductible if there is anything at all which 
makes the total amount to be paid flexible, 
as for example when the payments are to be 


scaled down when the husband’s income is 
lower (Roland Keith Young, 10 TC 724 
(1948): Meyers Commissioner, 212 F. (2d) 
448 (CA-9, 1954)), the case of James M 
Fidler, 20 TC 1081 (1953), to the contrary 


notwithstanding.” 


The article also examines the tax 


under the 


treat 
periodic payment 
insurance premiums paid by the 
husband on 


ment accorded, 
rules, to 
policies assigned to the wife 
\s pointed out, premiums paid on policies 
rrevocably wife by the 
deductible as periodic 


where the 


assigned to the 


divorce decree are 


payments However does 


wite 


Articles 


not have indefeasible rights of ownership 
therein or where economic benefit does not 
flow to her through the payment of the 
premiums, as in the case where the wite 
is only the contingent beneficiary under the 
policies and they may revert to the husband, 
or where the policies are merely security for 
the payment of alimony payments provided 
for elsewhere, the payments are not taxable 


to the wife, nor deductible by the payor 


Other facets of the problem of determin 
ing whether or not payments to the 
are deductible by the payor 


wite 
which are dis 
include the 


cussed in tie article 


tests oft 
whether the incident to the 


divorce decree or the separate maintenance 


payments are 


agreement and whether the payments have 
the effect of discharging a legal obligation 
arising out of the marital relationship 


While the that it would 
that provided for 
upon motion by the offended party and sub 
sequent order of the court (alimony pendente 
lite) would be deductible unde: 1954 Code 
Section 71(a)(3), the writer advises caution 


article suggests 


seem temporary alimony 


in so concluding as to all temporary alimony 
payments. In many cases, applicable state 
law applies, as in the 
under interlocutory decrees 


case of payments 


Discussion is made of the 


connected 


tax status ol 
with the divorce 
proceedings, medical payments for the former 
wife, interest payments on a note represent 
ing the husband’s obligation to pay alimony, 
and alimony payable by a husband's estate 


attorneys’ fees 


The constitutional implications of taxing 
alimony, as developed in Daisy M. Twinam, 
CCH Dec. 20,283, 22 TC 8&3 (1954), are 
treated in the article In this case, it was 
claimed that Congress has only the power 
to tax income and that, therefore, alimony 
payments made from principal should not 
be taxable to the wife. While the court de 
cided against the plaintiff, the author feels 
that this question will be 
since the Tax Court 


around the taxpayer's 


While child support payments 
and SO designated in the 
are not deductible by 


litigated again, 
hard put to get 


argument 


was 


, included 
divorce decree, 
the husband nor tax 

able as income to the wite, where payments 
received by the wife for the support ol her 

self and her minor children are not broken 
down, the entire amount is generally treated 
as alimony includable in the 


income and deductible 


Where the husband’s payments to the 
wife are less than $600 per year, and that 
amount would represent more than one half 
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and is wife’s 


by the husband 





of the support of a minor child involved, 
the article terms it the obvious conclusion 
for the husband to designate the payments 
as child support, since he would more than 
make up for the loss of the deduction by 
claiming the dependency credit. On the 
other hand, it is pointed out, if the pay- 
ments are more than $600, the husband will 
benefit by designating more than the $600 
as alimony, if possible, since he will then 
benefit more by deducting the alimony pay- 
ment than he would by claiming the de- 
pendency credit, assuming that the payments 
would otherwise be deductible 


Tax Planning for Sales 
of Partnership Interests 


This is a review of ‘Tax Planning of 
the Sale of a Partnership Interest,"’ by 
Crane C. Hauser. lowa Law Review, 
Fall, 1955. 


The author is an attorney, Chicago. 


A heavy upon the 
shoulders of the tax practitioner who sets 
up the Any 
existing easy methods of deter 
the partner’s adjusted basis for his 
partnership interest went out the 
with the passage of the 1954 Code. 


The method of determining the 
adjusted basis first requires arriving at the 
unadjusted basis 


responsibility lies 
ale of a partnership interest. 
previously 
mining 


window 


present 


This, then, is increased 
by the partner’s share in income, in excess 
of depletion deductions and in increase of 
partnership liabilities, and is decreased by 
his share in losses, in prior distributions and 
in decrease of partnership liabilities 


The article points out that difficulties may 
include the lack of adequate records of past 
transactions from which to determine basis, 
but that, even if adequate records are pres 
ent, problems will rear their heads 
in applving the basic provisions of the 1954 
( ode 


other 


Discussion is made of the lack of clarity 
of Section 705 as to how much of 
active recomputation of basis is contem 
plated. The article finds it apparent that, 
with respect to depletion in excess of basis, 
the statute applies only to allowed deple 
tion, as contrasted to allowable depletion, 
so that there would be no 
adjustments. 


retro 


retroactive 
Assuming that the adjusted basis has 
been determined, the article then concerns 
itself with the problems arising from the 
sale itself and the consequences to the selle: 
and the buyer. inherent in 
any sale of a partnership interest are that 
the partnership may have unrealized receiv 
ables or that it may have 
appreciated inventory items 

received by the 
change for his 


Two dangers 


substantially 
Any amounts 
transferor partner in ex 
treated 
taxwise as income from the sale or exchange 


share in these are 
of property other than a capital asset. 
The article, in conclusion, states that there 
are certain areas in which the disposition 
of a partnership interest through sale, rather 
than through liquidation by payments or 
distributions in kind, will be advantageous 
One of these areas is where the partnership 
has substantial good will. Liquidation pay 
ments for good will would have to be treated 
by the retiring partner as ordinary income, 
but payment for such as part of the sales 
price would not be so treated Another: 
area in which sale rather than liquidation 
is preferred is where the partnership’s in 
ventory items were not appreciated “sub 
stantially,” since under Sections 731 through 
735, governing the treatment of partnership 
distributions, ordinary income is realized by 
the distributee on the 
items distributed to him, 
they are 


sale of inventory 
whether or not 
“substantially” appreciated within 
the meaning of Section 751(d). 

The article makes extensive use of hypo 
thetical balance sheets to illustrate the vari 
ous points made in the tax planning of the 
sale of a partnership interest 


THE EFFECT OF LONG-TERM GAINS ON THE PERSONAL HOLDING 
COMPANY TAX—Continued from page 844 


The 


tax attributable to excess long-term gains 


computation income 


allocating the 
advocated by the petitioner may be unsatis 


factory because it fails to 
deductible 


long-term gains and 


consider ex- 
from 
“ordinary” income in 
proportion to their gross amounts. 
Determination of the proper portion of 
income tax attributable to excess long-term 
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penses as ratably excess 


gains requires that allocation of said tax 
be made on the basis of net income. A 
proportionate share of expenses should be 
deducted from both types of income, excess 
long-term gains and “ordinary” income 
Consideration should then be given to the 
effect of the dividends received credit in 
the event that dividends are included in 


“ordinary” income. [The End] 
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Tax-Wise 


Meetings of Tax Men 


Independent Accountants’ Association of 
Illinois. 
seminar, 


The association will conduct a tax 
December 15-17, at the Morrison 
Hotel, Experts in taxation will 
be the and general subjects to 
be covered will be in problem form and will 
deal with those problems which will best 
reflect the latest tax interpretations. Among 
the matters to be discussed are application 
of the 1954 Code, 
for tax examinations for 
field audits, 
when 


Chicago 
instructors, 


how to prepare records 
both office 
reconstruct 


reco! ds are 


and 
how to records 
basic not available, and 
all changes in the social security laws. 
The registration fee for nonmembers of 
the association is $50, which includes the 
and all materials to be used at 
the seminar. Applications and further infor- 
mation may be obtained from the Inde 
pendent Accountants’ Association of Illinois, 


1325 South Wabash Avenue, Chicago, Illinois 


banquet 


Federal Tax Forum, Inc.—The 
Tax Forum will hold its sixteenth 
tax dinner on Wednesday, 
at the Biltmore Hotel, 


The guest of honor 


Federal 
annual 
November 30, 
New York City 
will be Alfred W 
appointed regional 
missioner for the New York City region 
lo make reservations ($12.50 each) contact 

Federal Tax Forum, Inc., 902 Broad 


way, New York 10, New York 


Fleming, newly 


com 


Society of California Accountants.-—Dis 
tricts IV and V of the society will hold 
their fifth annual tax accounting conference 
at the St. Francis Hotel in San Francisco, 
November 17 and 18 
Wayne Hea, CPA 
H. Walker, attorney; 
attorney; Russell S 
Taylor, attorney; 


Speakers will include 
and Robert 

Spurgeon Avakian, 
Bock, CPA; Samuel 
and representatives of the 
internal and State of 
California Franchise Tax Division. 


Tax-Wise 


attorney; 


director of revenue 


Taxes... 
Tax People... 
Things Taxed... 


The registration fee for members of the 
society will be $10, covering the conference 
and the banquet on the evening of Novem 
ber 17. nonmembers 
will be $12 for the conference and banquet 
Registrations may be made with Gordan A. 
Graham, chairman, 
Accountants 


Registration fee for 


Society of California 
Tax Accounting Conference, 


3969 Turnley Avenue, Oakland 5, California 


Canadian Tax Foundation.—Guest of 
honor at the foundation’s ninth annual tax 
conference will be Joseph R. Smallwood, 
Premier, Province of Newfoundland. Date 
and place of the conference: November 7 
and 8 at the Royal York Hotel, Toronto 
Among the topics to be discussed are tax 
developments in the United States and the 
United Kingdom; current federal tax issues 
in Canada under income tax, 
death tax; 
penditure 
A. Reid, 
College 


sales tax and 


and control of government ex 


Conference secretary is James 
Tax Foundation, 191] 


Toronto 2B, Canada 


The school of 
University of Kansas 
Sor iety of Certified 
will cosponsor 


Canadian 
Street, 


University of Kansas. 
business of the 
the Kansas 
Accountants their fifth an 
nual tax conference on December 1 
2 at the Hotel Jayhawk, in Topeka 
tration fee of $14 
ference, which will 
“Another Look at the 1954 Internal Reve 
Code.” Registration may be made by 
writing Clyde Babb, University of Kansas 
Extension, Tenth and Streets, To 
peka. Checks made payable to 
the university. 


and 
Public 


and 
A regis 


covers the entire 


con 


have as its. them 


nue 


Taylor 
should be 


Tax Institute, Inc.—The institute has an 
nounced that it will conduct a symposium 
on financing education, on November 3 and 
4 at Princeton Inn, Princeton, New Jersey 
Federal aid to 
public 
and 


education, capital school 
personnel policies in edu 


basic ( 


financing, 


cation, onsiderations in educa 
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nnance 


ssed at the 


Tulane Tax Institute.—Th nationally 


taxation 


irty 


specialists will serve as 


t fifth annual Tulane 
N 16-19 


The 


joint 


ure! 
ovembe I 
rleans 
the 


of business ad 


Tulane | 
include current de 
94 and 1939 Code 


problems under the 


niversity 


tax 1 
aX | 


roblems, estate 


business tax problems, 
ate and decedents 
between related taxpayers 
will be Norman A 
Mintz, John P 


John ( Pyle 


\mong speakers 

rariman, Seymour Ne 
Goedert, Joseph 
Ir., and Alan | 


Registration may be 
nm obtained by 
titute, Tulane 


louisiana 


lracl tman, 
(Csorni k 


made and 
the 


liversity, 


intorma 


Dulane lax 


New 


writing 
U1 Orleans 


New York 


annual 


Tax Conference. 

York Tax 
will be Syracuse Uni 
the the 
School of Citizenship, on December 3. The 
the direction of Professor 
Murphy, is conducted by 
the Regis 
9:15 a. m conference 
for the Appli 
Lud 
niversity 
601 I 
York 


Central 
he fourth 
(onterence 


Central New 
held at 
versity, in auditorium of Maxwell 
under 


Hawley 


conterence, 
Joseph 
the 


tration 1S at 


college of law ot university. 
and the 
will be in day 


session entire 


Miss 
wig, co-ordinator for conferences, | 
College, 


Crenesec 


cation may be made to Eleanor 


Syracuse | 
street, 


niversity, ast 


New 


Syracuse 2 


Public Accountants’ Association of Mis- 
souri.— | he 


econd annual 


association will sponsor its 


Decembet 
Jefferson 
vill be 


nierence on 
Hotel, 
conterence 
the 1954 
Applications for res ation 
by writing to Public 
Missouri, P 
Missour 


tax ci 


at (,overnor 


Phe 
on 
may 
Aci ount 
ociation iT 
a Citv 42 


nierence 1 $1 


Kan 


New Jersey Society of Certified Public 


Accountants.—The society's Committee 


Federal Taxati ranged a series ot 


dinnet Tues 
the 
reaiter 


will be 


meetin nmenced 


day, October continue on 
Tuesday of eacl onth the 


Chree or I 


860 


st a | ond 


utlines 


November, 


pres¢ nte« 
bered 


committee Registrants 


each evening at re num 


. ti 
pective 
various members of tl 
will be 


come, first 


e tax 


dated on a first 


There 1S 


- 
than payment oO! 35./5 eac 


served basis 


no charge for registration othe1 
I 


month to covet 


the cost of dinner and facilities 


meeting 


New York University—The Fourteent! 
Annual New York University Institute on 
Federal Taxation will be held at the Barbizon 
Hotel in New York City Ne 
Executive director I 
Sellin. His address: Institute o1 
Federal Taxation, New York University 
Washington Square, New York 3, New Yorl 


Plaza 
9-18 


vember 


the institute 


1S Henry 


Reasonable Needs of the Business 


Capital goods manufacturers have 
tinuing interest in 
the 
cCarnings In 


chiner\ 


Statutory provist 


erning retained 
interest, the Ma 
& Allied Products Institute has pre 
pared tor 


the old 


(Single 


taxation of ¢ 
this 


orporate 


view ol 


its members a bulletin discussing 
Section 102 and amendments to it 
this bulletin (MAPI Bul 
letin 3318) may be obtained without charge 
from the MAPI office at 1200 Eighteenth 
Street, N. W., Washington 6, D. C.) 


copies Oo! 


The following is based upon that bulletin 
In the 1954 Code, Congress 
the unsatisfactory 
tion 102 of the 

1939 and revised 


taxation ot 


fully 
provisions ol 
Code o! 
the 
corporate earnings by 
Sections 531-537 that 


recog 
nized Sec 
Internal Revenue 
the 
retained 
specifically providing in 

(1) The test of 
accumulation of 


law pertaining to 


the 


corporate r 


reasonableness of the 
the 
including 


(Section 537) 


arnings 15S 


reasonable needs of the business 


its reasonably anticipated need 
The 


dis« losing 


(2) file a 


expenditure of re 


taxpayel! 
his plans Io! 


may Statement 


tained earnings and thereby shift the burder 


of sho undue accumulation to the gov 


Ving 
ernment (Section 534) 

(3) (¢ 
cumulated earnings 


Although these chang 


statute 


ompanies certain ac 


ction 535) 
resulted ina 

placed th 
small corporation in % mewhat more favor 
able indicated 


intention to 


more equitable 


position, Congres its 
perpetuate 
1939 Code 


contained in Section 102 of the 


Code in 


proot 


ernment in ca 


Internal Reve 
shifted the 


to the gov 


revising the nue 


Congress burden of 


the taxpayer 


volving the taxation of retained corporate 


earnings, provided the taxpayer meets cet 
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tain tests 
lation of 
which 


The tax on unreasonable accumu- 
corporate earnings, the origin ot 
back to 1913, still 


such accumulations and as a 


dates remains as 


a penalty on 


safeguard against tax and may 


stricter enforcement of Code 
extent they 


avoidance, 
actually result i 


provisions, 


MAPI recommended to the Congress in 


1953 that Section 102 of the Internal Reve 
ue Code 


to the are applicable 


f 1939, providing for the punitive 


taxation of “unreasonable” 


accumulation of 
amended to avoid the 
hardships which this Section placed 


corporate earnings be 


economi 
upon industry and, particularly, on the capi 
tal goods industries. In brief, MAPI recom 
mended that the applicable provisions ol the 
Internal Code be 


Revenue amended in 


hese particular 


(1) Immediacy doctrine. 
to the law a statement of the 
destroying the 
under whicl 


Incorporate in 


Congressional 


intent 


“immediacy doctrine” 


accumulations for indefinite 


but nevertheless needs aré¢ 


lable to the 


re al, busine SS 


pect and 


| frequently made 


(2) Burden of proof.—Provide that onc« 
taxpayer has submitted to the Comm 
a statement indicating the reasons tor 


rete! burden of 


ft in determining thi hey are 


onable” shall be 


“unrea 
upon OMMISsSionel 
ovide that 


(3) Reasonable earnings. P 
] imposed not 


the Section 102 tax shall be 


on the entire amount of retamed earnings 


wr the taxable year in question, but rathe 


il upol that part det 


rmined to be 


unrea onabl 


(4) Controlling facts. 


t 
mnmiuttes 


Incorporate in the 


ongressional c: reports on the re 


vision of Section 102 the intent ot ¢ 


OngRTress 


consider as controlling the facts before 


time of the deci 
earnings, ratl th: ret 


judgment ommiussionet 


f the most features ol! 
Section 102 ot t . de was the 

alled “‘ummediac criterion, 
he “reasonable corporate 


earning as jud istence of an 


uch funds. Ih 


many cases the <% imulation f corporate 


mmediate busine 
related to 


ali 
rced to dis 
of potential investment funds as divi 
dends to avoid the application of the Section 
This effect of the 


102 surtax statute’s 


Tax-Wise 


operation 
capital 


was especially significant to the 


with their charac 
teristically long production cycles and with 
correspondingly 
and large investment 


goods industries 


long periods of planning 

An abnormal burden of proof was placed 
on the taxpayel by him to prove 
not only the reasonableness of 


cumulations but the 


requiring 


surplus at 
absence ol a purpose 


to avoid personal 


Finally, 


taxes on dividend in 


102 applied, 
earnings tol 
the taxable year in question was subject to 
this penalty tax, with no 
that portion ot total 
knowledged t be 


Section 534 the 


come where Section 


the entire amount of corporate 


credit given for 


retained earnings ac 


reasonabk in 
1954 Code we 
ceedings in lax Court Phe 


prootl 


charactet 


verns pro 
burden of 
either the 
or the company, depending 
prior to the 
burden of proving 


may upon government 


upon what takes 
court proceedings Phe 
an unreasonable 
lation falls upon the 


(1) The notuhca 
tion ota proposed deficiency as to the ac 
cumulated 
of the grounds, 
the basis 


plac 


accumu 
government 1 


taxpayer, upon receipt ot 


earnings tax, files a 


Statement 
supported by facts showing 
thereof on which it relies to establish 


sonableness of the 


(2) No 


hiciency 18 


the rea vccumulation ; or 


notification of a proposed de 


given to the taxpayel! 


prior to 


the issuance of the notice 


Lhe burden 


cumulation 


of deficiency 
of proving a nable a 


falls upon the 


reas 


taxpayer! il 


It fail to file the 


ope! time or 


’ 


statement within 


ents 


It pre 


not supported by 


grounds in its statement 
facts 
( Lhe 


grounds only.) 


sufficient to show 


the basis thereol 


burden applies to 
those 
Even if the court finds the 


beyond the 


prohts were 


accumulated 


re asonable needs 


of the business, the corporate taxpayer may 


till avoid the acc 


imulated earnings tax by 


showing that there was no purpose to avoid 
(Section 533 


Code 


surtax upon shareholders 
1939 
the burden of 


such purpose “by 


both the and the 


proving the 
a preponder 
evidence” remains on the tax 
burden of proving the absence 
d personal tax on dividend 
iits to the government 


that the 


to the 


right to shift 


government by 


filing a documented 


tatement of investment 
intentions may work to the disadvantage of 


the taxpayer in some cases, since the tax 
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payer is required, in effect, to turn over the 


ubstance of his case to the government 
This possibility appears to be 
however, by the 
harpening the issues in 
task of 


and, in some 


trial 
outweighed, 


he Pore 
benefits of 
and 
deficiencies 


controver Sy 
making the litigating 


easier cases, unnecessary. 


Section 4 of the 
bill (Public Law 


recent supplemental tax 
367, Eighty-fourth Con 
gress, First Session) Section 534 
of the 1954 Code to allow the taxpayer to 
hift the burden of proof to the government, 
in Cads€5 


amends 


taxable 
Revenue Code 


However, the case in 


involving 
the Internal 


years to which 
of 1939 applies 
question must not 
and the tax- 
option to file, prior 
statement of the 


have been tried on its merits, 
payer must exercise hi 
to the 


grounds 


proceedings, a 
upon which its 


earnings 158 ba ed, 


accumulation of 
supported by facts show 
ing the basis of the If, how 
notified 
by the government of the alleged deficiency, 
then—regardless of the 


accumulation 
ever, the taxpayer has not been 
filing of the 
has the burden of 


accumulation In 


state 
ment—the government 
proving an unreasonable 
this latte: [ 
vould the government 
of proof but the taxpayer 
} 


no obligation to disclose 


instance, of only 


course, not 
have the 


would be 


burden 
under 
his case through 


the advance filing of a statement 


taxable 


the accumulated ear 


In computing income 


subject to 
nings tax, all 
afforded three methods of limit 
this tax 1954 
Code 


corpo 
rations ar¢ 
ing the 


impact ol under the 


Internal Revenue 


of the 
so designed that the penalty tax 
only 


(1) The applic ation provisions new 
Code are 
appli 
cumul 


; +} 


to amounts unreasonably ac 


ited and does not apply to that portion 


us fund found to be 


Oo i¢ reason 


needs \s 


longer 


ir} 
ably accumilat d tor busine 


a result, co! 


ipanies will no have to 


fear the poss:hility of subjecting justifiably 
this penalty tax 
part ot the 
properly 


significant 


accumulated earnings to 


where ony aA 


minor accumula 


tion may be 
Although thi 
Code 


lation of the 


subject to the tax 
change to the 


Revenue may complicate the accumu 


retained earnings tax by re 


quiring the government to segregate retained 


earnings into amounts considered “reason 


ssible 


to the tax 


ble” and “unreasonable,” the p« penalty 


on a company subject would bi 


reduced to 


(2) The 


surplus 


that extent 


tax does not apply to corporat 
$60,000 or less 
$60,000 of ac 


accumulations of 
lhe exclusion of the first 


cumulated 


862 


earnings will 


primarily benefit 


only new and small companies. The statu- 
tory formula for computation of the allow- 
able accumulated earnings credit equals the 
greater ol 


(a) Earnings and profits of the taxable 
year retained for the reasonable 
the business less long-term capital 


duced by the tax attributable to such gai 

(b) $60,000 less the sum of the 
earnings and profits at the 
preceding taxable year 
paid during the first tv 
of the taxable year 


needs of 


accumulated 
end of the 
minus the dividends 


vo and one-half months 


(3) The new Code also provides corpora 
with the opportunity to and 
their status relative to impropet 
accumulation of surplus by allowing them 
half 
taxabl yeal 
A dividend so paid will be treated as though 


tions review 


evaluate 


to pay a dividend within two and one 


months after the close of the 


it were paid during the taxable year, thus 
providing the opportunity for 


retrospective 


review by the 


taxpayer of the reasonable 


ness of its accumulated 


Chis 


tance to 


earnings 


last provision 


corporate directo 
enabled to protect 
rivative action similar to the 

stockhol 


settlement from the directors of 


themselvy 


which 
covered by 
that 
tion 


case, 1n minority 


allowing the 
subject to the 


corporation tor corpora 


to become accumulated 


earnings tax 

The enforcement of Section 102 of the 
1939 Code is almost solely dependent upon 
the Internal 
tive policy 


Revenue Service’s administra 


This is 


ola penalty tax 


because the tax is in 
The 
usually can 
careful field ex 
only the bu 


corporation but also the at 


the nature 
lated 
be made 


accumu 
earnings tax assessment 
only after a 
involving not 
needs of the 


titude of the 


amination, ness 


person or perso! 


responsible 


for its financial poli 1e€s 


The 


regard to 


Treasury De partme! +” 


Section 102 


mstruction in 
of the 1939 Code 
531 534 in the 1954 Code) 


close attention 


(Sections 
that 


porations 


stated 
would be 
that did not di 
cent ol 


given to cor 
least 


taxable 


tribute at 


70 per their earnings as 


dividends. This is popularly referred to as 


the “70-per-cent test.” It is not yet known 
whether similar instructions w 
the 1954 Code. In any 


bered that this figure wa 


ued for 


event, it must be remem 
; purely arbitrary 


Che 70 per cent test as well as the other 
preliminary aids to ex 


dete I 


factors are merely 


amining agents to enable them to 
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mine the possible 


to a corporation. 


application of the tax 
There is no absolute as 


Surance one 


way or the other 


as to avoid- 
ance of the tax, and the use of the rule of 
thumb issued by the government to date 
cannot be considered conclusive. It is to 
be noted that since the 1954 Code includes 
“reasonably anticipated” needs of the busi- 
ness, the 70 per cent test will probably take 
on less significance but cannot be wholly 
disregarded. 

In the 


classes of 


returns filed by the following 
corporations 


past, 
given 
attention by the Treasury to deter 
applicability of Section 102 of 
the prior law 


have been 
J 
close 


mine the 


(1) corporations which did not distribute 
at least 70 per cent of their earnings as 


taxable dividends 


(2) corporations which invested earnings 


or securities or other properties unrelated 


to their business activities 
(3) corporations which advanced sums to 
shareholders in the form of loans 
undistributed 
which 


ofthicers o1 
out of! 
trom 


profits or surplus and 


taxable dividends might have 


been declared 


(4) corporations of which a majority ol 
held by a 


small groups of individuals, or by a 


the stock was family group o1 
other 


trust or trusts for the benefit of such groups 


(5) corporations of which the dividend 
distribution, while exceeding 70 per cent 
of earnings, appeared to be inadequate when 
considered in connection with the nature of 
their businesses or their financial positions, 
with accumulation of cash or other quick 
which appeared to be beyond the 
reasonable needs of the business 


assets 


Conversely, however, the following factors 
have frequently been decided by the courts 
aS a proper purpose for the 
retention by corporations of their earnings: 


reason or 


(1) to provide for expansion and growth. 
(2) to provide the business with a large 
amount of cash which was required because 
of such things as (a) need for more work- 
ing capital, (b) financing of an expected in 
crease in inventory and (c) 


increase in ac 


requirements 
financing of an expected 


counts receivable 


(3) to provide for needed reserves such 
renegotiation liability 


(b) a reserve to meet 


as (a) a reserve for 


and increase in cost 


of replacing equipment 

been 
1954 
Code relating to the accumulated earnings 
tax. This delay is not to be attributed to 
the ineffectiveness of the new provisions but 
merely to the 


have 
provisions of the 


To date, no court decisions 


rendered under the 


normal administrative delay 
prior to the hearings and subsequent decisions 


City Tax Calendar... 


Phoenix business 
due 
Denver sales tax reports and 
Ohio: Columbus estimated 
income tax fourth installment 
due; Columbus estimated personal income 
tax forth and, if 
amended tax declaration due; Youngstown 
employer withholding tax reports and pay 
due; Youngstown estimated corpo 
fourth installment due; 
Youngstown estimated personal income 
tax fourth installment due. Pennsylvania 
Erie withholding tax reports 
and payment due; Pittsburgh estimated 
personal income tax fourth installment 
due; Scranton School District estimated 
income tax fourth 


December 20—Loui 
and use tax 
New Orleans and use tax reports 
and payment due. New York: New York 


Tax-Wise 


Arizona: 


December 15 


privilege tax reports and payment 
Colorado: 
payment due 
corporate 


installment necessary, 


ment 


rate income tax 


1 7 
empioyer 


installment due 


iana: Baton Rouge sales 


reports and payment due; 


sales 


City sales and use tax reports and pay- 
ment due 


December 21—Pennsylvania: Pittsburgh em- 
ployers withholding reports and payment 
due. 


December 25—New York: New York City 
conduit company tax reports and payment 
due; New York City public utility excise 
tax reports and payment due. Ohio: Cin- 
cinnati employer withholding reports and 
payment due 


December 31—Missouri: St. Louis employer 
withholding reports and payment due 
Ohio: Dayton employer withholding re 
ports and payment due; Dayton estimated 
corporate income tax fourth installment 
due; Dayton estimated personal income 
tax fourth instaliment due; Toledo esti- 
mated corporate income tax fourth install 
ment amended tax 
declaration due; Toledo estimated personal 


fourth 


and, if necessary, 


income tax installment due 
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State Tax Calendar 


The State Tax Calendar includes the re- 
port and payment due dates of important 
taxes—franchise, income and property—for 
the next month. 


ALABAMA: 


comme tax 


December 15 


fourth 


Corporate in 
installment due Per 
fourth installment due 
(last 


onal income tax 
December 31 


day) 


Property tax due 


ARIZONA: December 15 


tax third installment due 


Personal income 
December 19- 
Property tax private cat 


irom and ait 


line companies due (last day) 


CALIFORNIA: December 10 


tax on pet 


Property 


onal property secured by real 


state due (last day).—Real property tax 
(last 


onal income tax third 


installment due day) 
December 15—Pet 


installment duce 


1 
emiannual 


COLORADO: 


income tax 


December 15 
fourth installment due Per 
fourth 


( orporate 
installment due 


onal mcome tax 


GEORGIA: 


delinquent 


December 20—Property ti 


IDAHO: December 20—Property tax semi 
annual installment delinquent. December 
26—Per 


onal property tax due 


INDIANA: December 15 


erty taxes due 


Utilities prop 
(last day) 


KANSAS: December 20—Property tax first 


installment duc 


LOUISIANA: December 31 


clue 


Property tax 


MISSISSIPPI: 


income 


December 15—Corporat: 
tax fourth installment due—Per 
sonal income tax fourth installment due 
J 
MISSOURI: December 31—Ad valorem 
license tax and 


Franchise tax due 


from merchants manu 


—Real 


facturers due 


864 November, 
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1955 DECEMBER 1955 
“an @n @h G&D 1 2 3 
4567893 10 
1112131415 1617 
18 19 20 21 22 23 24 
25 26 27 28 29 30 31 


estate and tangible pe 
due (last day) 


rsonal property ta» 


NEBRASKA: December 1 


erty tax first installment due 


Personal prop 


NEVADA: December 5 
quarterly installment due 
Property tax return due 


Property tax 
December 31 


(last day) 


NEW HAMPSHIRE: December 1—Prop 


erty tax due 


NEW JERSEY: December 1 


tax from railroad companies due 


Property 


NEW MEXICO: December 1 


tax semiannual installment due 


Prope rty 


NORTH CAROLINA: December 15 


Corporate income tax installment 
Personal income tax fourth install 


ment due 


fourth 
due 


OHIO: December 20 
annual installment 
due.—Real 


Property tax semi 


from public utilities 
property tax 


stallment due 


semiannual in 


OKLAHOMA: December 15—Corporat: 
income tax fourth installment due.—Pe1 


sonal income tax fourth installment due 


SOUTH CAROLINA: December 15 


Corporate income tax fourth installment 
due.—Personal income tax fourth install 
ment due. December 31 


installment due 


Property tax 
UTAH: December 15—Excise (income) tay 
fourth installment due 


VIRGINIA: December 5 


come tax due 


Individual in 
Property tax due 
day) 


WISCONSIN: December 1 
from street railways and air 
heat, light, 
tion and pipeline companies due 


Property tax 
carriers and 
regula 


power, conservation, 
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Federal Tax Calendar 


December 1 


Last day for an employee to file amended 


withholding exemption 


certincate tor 


ensuing year where 


exemption status 
December 1. If 
exemptions 

certincate 
urnished within ten days ol the 
which the 


has changed prior to 


the decrease in occurs in 


December, the ne 


must be 
date on 


Form W-4 


change occurs 


December 15—— 


(last) installment of 
per cent of estimated tax of calendar 


YCal 


Payment of second 


corporations declaration 


yment made on o1 
1955. (Code S 


1120-ES 


where 
was filed and first 
before September 
6016.) 


pa 
15 


tion form 


Due date of declarations of estimated tax 
of corporations with tax 
$100,000, and pa 
per cent oft 
filing requirements are not 
September 1, 1955, but 
to December 1, 1955 
6016.) Form 1120-ES 


liabilities in 
yment of 10 
such estimated tax, 


excess ot 


where 
met before 
were 


(Code 


met prio 


section 


Due date, by general extension, of returns 


for the 


fiscal year ended 


June 30, 195 
in the cast 


2) foreign corporations which maintain 


office Or 


ot (1) toreign partnerships; 


( 
places of busine in the 
States; (3) 
tions which transact 
their records 
ints abroad; (4) 
ons whose 


United domestic corpora 


thei business and 


keep and books ot ae 


col domestic corpora 
principal income is trom 
ree within the posse 


United 


zens residing of 


s10ns oft he 


States; and (5) American 


traveling abroad, 


cluding persons in the = military 
naval service on duty 
United State (Re 
tion 39.53-3(a).) 
(2)-(4) 


Due date 


outside 

118. Se 
kort 1) Form 106 

1120; (5) 1040 

of deposit by employer with a 


federal reserve bank O! 


gulations 


Form Form 


authorized cde 
positary ol the 


ld trom wages, (2 


amounts of (1) income 


tax deducted under Section 
(3) employer's tax under 


where, during 


3102 
Section 


and 
3111 
the preceding month, the 
ayveregate ol such 
$100. If an employer 
agricultural labor subject to taxes undet 


{ ,) and (3) above. he will make 


amounts exceeded 


pays wages to 


a S¢cpa 
ate computation tor this group to de 
whether the 
been exceeded 
406.606. ) 


receipt) 


termine $100 minimum has 


(Regulations 120, Se« 


tion Form 450 


(cle positary 


onthly intormation returns of stock 


holders and of officers and directors of 


foreign personal holding companies duc 
tor November (Cock 


Form 957 


Section 6035.) 


ie date for delivery to local director of 
internal revenue, by 
ot the United States, 


all stamps 


tamp depositaries 
ot requisitions tor 
purchased 
month, with 
stamps on hand at 


during the pre 


ceding 


statement showing 


beginning and end 
ot such month and 
that month. Payment 


ceeds ol ale ol 


stamps sold during 
also due for pro 
sold during 


ulations 7a: Sek 


stamps 
preceding mont (Reg 


tion 113.142.) 


January 2, 1956 (December 31, 1955, is a 
Saturday )—— 
Duc 


CXCIS¢ 


date tor payinent ot the tollowing 


taxes for November to an au 


thorized such 


depositary, if taxes, re 
Novembe r, exceeded $100 


ife deposit boxes; tran 


portable or 


taxes on porta 


tion of oil by pipeline; telephone, tel 


graph, radio and cable rie save and 


services: tran 


1h! On clue 


portation oft persons; ad 


and initiation fee 


line, lubricating oils and 


matches: sale 


by manufactures including sale of 
and 


certain oils 


pistols revolvers processing of 


sales by the retailer; 
manutacture ol 
property 


177.4.) 


sugar; transportation ot 


ind diesel fuel. (Regulations 


¢ae P . 
ary eceipt) 





For the Federal 
Tax Problems of the 


Average Business 


or Individual... 


Write for Complete Details 
COMMERCE. CLEARING, HOUSE, INC. 


PUBLISHERS OF TOPICAL LAW REPORTS 
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